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This bill also would nake nunmerous changes to specifically not conformto
particul ar federal provisions or to nodify the general conformity to certain
items in the I RC

This bill would also conformto two federal provisions enacted before 1998 that
California previously did not conformto: allow certain B&CTL taxpayers to el ect
to expense the cost of certain depreciable assets in an anount up to $25, 000 per
year and elimnate the requirenent that the unrecognized gain on charitable
contributions of appreciated property be considered an Alternative M nimum Tax
(AMI) item

This bill also contains two of the departnent’s |egislative proposals, as
follows: “Repeal of Capital Loss Limtation and Carryover Provisions for
Corporations,” and “Taxation of Non and Part-Year Residents and the Alinony

Deduction.” Additionally, nunerous technical changes regarding cross references
and the del etion of unnecessary | anguage in the nature of “code mai ntenance” are
being made by this bill. The changes that would be nade to California tax |aw by
this bill are discussed in detail under Specific Findings on the foll ow ng pages:
1. Excl usion fromlIncome for Enployer-Provided Transportation Benefits...... 5
2. Wai ver of Estimated Tax Penalty ........ ... . . . . . . . . . 6
3. Deductibility of Meals Provided for the Conveni ence of the Enployer...... 6
4. Enpl oyer Deductions for Vacation and Severance Pay ...................... 7
5. Certain Trade Receivables Ineligible for Mark-To-Market Treatnent ....... 9
6. Excl usion of M nimum Required Distrib. fromAGd for Roth IRA Conversions 10
7. Farm Production Flexibility Contract Paynments .......................... 11
8. Treatment of Certain Deductible Liquidating D stributions of RICs/RElITs. 12
9. Tax Treatnent of Cash Options for Qualified Prizes ..................... 13
10. Paynents Received Pursuant to the Ricky Ray Henophilia Relief Fund Act.. 14
11. Property Subject to a Liability Treated as Assunption of Liability...... 15
12. Extend Tentative Mnimum Tax Relief for Individuals .................... 17
13. Extend Suspension of Net Inconme Limtation on Percentage Depletion...... 18
14. Extend Expensing of Environnmental Renediation Expenditures ............. 18
15. Provide Federal Production Paynments Are Taxable in the Year Received.... 19
16. darify the Tax Treatnment of Inconme and Losses from Derivatives ........ 20
17. Expand Reporting of Cancellation of |Indebtedness Inconme ................ 21
18. Limt Conversion of Character of Inconme from Construct. Oanership Trans. 22
19. Treatnent of Excess Pension Assets Used for Retiree Health Benefits..... 25
20. Denial of Charitable Contribution Deduction for Transfers Associ ated
with Split-Dollar Insurance Arrangements ... . ... ... ... ... 27
21. Distrib. by a Partnership to a Corp. Partner of Stock in Another Corp... 30
22. Inconme and Services Provided by Taxable REIT Subsidiaries .............. 33
23. Mdify Estimated Tax Rules for Closely Held REITs . ..................... 39
24. Statute of Limtations for Financially Disabled Taxpayers .............. 40
25. Taxation of Non and Part-Year Residents and the Alinony Deduction ...... 41
26. AMI Treatnent of Charitable Contributions of Appreciated Property ...... 43
27. B&CTL El ection to Expense the Cost of Certain Depreciable Assets ....... 44
28. Repeal of Capital Loss Limt and Carryover Provisions for Corporations.. 45
29. Elimpation of Interest on Overlapping Periods of Over/Under Paynments... 47
30. Federal Technical Changes. ... .. ... .. ... e 48

31. Technical AMEBNANMENL S. . . . o 55
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EFFECTI VE DATE

Unl ess otherwi se specified, this bill would apply to taxable and i ncone years
begi nning on or after January 1, 2000. However, certain provisions are effective
based on transaction date and are so noted in this anal ysis.

FI SCAL | MPACT

Departnental Costs

This bill would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

Esti mated Revenue |npact |
Taxabl e Years Begi nning After
January 1, 2000
Enact nent Assuned After
June 30, 2000
Fi scal Years
(In MI1Iions)

2000-1 2001- 2 2002- 3
$ -4 $ -13 $ -15
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Refer to the table below for a detail ed breakdown of the revenue esti mate.

Effective Date January 1, 2000

Personal Income Tax

Bank & Corporation

Assumed Enactment After June 30, 2000 Tax
Provisions (in millions) (in millions)
2000-1 2001-2 2002-3 2000-1 2001-2 2002-3
1 Exclusion from Income for Employer-Provided Transportation Benefits Insignifica | Insignifica | Insignifica | Insignifica | Insignifica | Insignifican
nt nt nt nt nt t
2 Waiver of Estimated Tax Penalty No Impact [ No Impact | No Impact | No Impact | No Impact | No Impact
3 Exclusion of Value of Meals to Employees -$1 -$1 -$1
4 Employer Deductions for Vacation and Severance Pay a/l Minor Minor Minor $2 $3 $3
Gain Gain Gain
5 Certain Trade Receivables Ineligible for Mark-To-Market Treatment Minor Minor Minor $12 $18 $18
Gain Gain Gain
6 Exclusion-Min. Req. Distributions from AGI for Roth IRA Conversions b/ - - -
7 Farm Production Flexibility Contract Payments Insignifica | Insignifica | Insignifica | Insignifica | Insignifica | Insignifican
nt nt nt nt nt t
8 Certain Deductible Liquidating Distributions of RICs & REITs c/ $40 $5 -
9 Tax Treatment of Cash Options for Qualified Prizes Minor Minor Minor
Loss Loss Loss
10 Payments Received Pursuant to the Ricky Ray Hemophilia Relief Fund Insignifica | Insignifica | Insignifica
Act nt nt nt
11 Property Subject to a Liability Treated as Assumption of Liability $1 $1 $1.5
12 Extend Tentative Minimum Tax Relief for Individuals Negl. Loss [ Negl. Loss | Negl. Loss
13 Extend the Suspension of Net Income Limitation on Percentage Depletion from -$0.5 -$1 -$1
Marginal Oil and Gas Wells.
14 Extend Expensing of Environmental Remediation Expenditures. Negl. Loss| Negl. Loss [ Negl. Loss -$1 -$2 Minor Loss
15 Provide that Federal Production Payments to Farmers are Taxable in Negl. Negl. Negl. Negl. Negl. Negl.
the Year Received Impact Impact Impact Impact Impact Impact
16 Clarify the Tax Treatment of Income and Losses from Derivatives Negl. Gain [ Negl. Gain | Negl. Gain | Negl. Gain | Negl. Gain | Negl. Gain
17 Expand Reporting of Cancellation of Indebtedness Income Negl. Gain [ Negl. Gain | Negl. Gain
18 Limit Conversion of Character of Income from Constructive Ownership $1 $1 $1 Negl. Gain [ Negl. Gain| Negl. Gain
Transactions
19 Treatment of Excess Pension Assets Used for Retiree Health Benefits d/
20 Denial of Charitable Contribution Deduction for Transfers Associated with Negl. Gain [ Negl. Gain | Negl. Gain | Negl. Gain [ Negl. Gain | Negl. Gain
Split-Dollar Insurance Arrangements
21 Distributions by a Partnership to a Corporate Partner of Stock in Minor Minor Minor Gain
Another Corporation Gain Gain
22 Income and Services Provided by Taxable REITs Subsidiaries. $1 $4 $2
23 Modify Estimated Tax Rules for Closely Held REITs $1 Negl. Gain| Negl. Gain
24 Statute of Limitations for Disabled Taxpayers -$1 -$1 -$1
25 Alimony Deduction for Nonresidents & Part Yr. Res. -$5 -$2 -$2
26 AMT Treatment of Charitable Contributions of Appreciated Property -$12 -$10 -$10 Minor Minor | Minor Loss
Loss Loss
27 B & C Section 179 Expensing Allowance - - - -$36 -$28 -$27
28 Capital Loss Deduction for Corporations -$5 $1 $3
29 Elimination of Interest on Overlapping Periods of Over/Under -$1 -$1 -$1
Payments
30 Federal Technical Changes Insignifica | Insignifica | Insignifica | Insignifica | Insignifica | Insignifican
nt nt nt nt nt t
TOTALS -$18 -$13 -$13 $14 $0 -$2
Negligible = Loss or gain of less than $250,000
Minor = Loss or gain of less than $500,000
a/|Baseline revenue gains are projected to be $3 million annually.
b/| Conformity gains are estimated to be $1 million annually beginning with
the fiscal year 2004-5.
Baseline revenue gains are projected to be $84 million for 2004-5, $101 million for 2005-6, and
$99 million for 2006-7.
c/|Baseline revenue gains are projected to be $15 million annually
beginning in 2000-1,
d/|Baseline gains from reduced business deductions are estimated at less than $500,000 in 2000-1 and $1 million each in
2001-2 thru 2004-5.
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Pol i cy Consi derations

Conforming to federal tax law is generally desirable because it is |ess
confusing for taxpayers, particularly when dealing with conplex areas such
as those proposed in this bill. Wth conformty, taxpayers will generally
be required to know only one set of rules. Conformty also eases FTB s
adm ni stration of the law by utilizing many federal fornms and instructions.
This bill confornms to nunerous federal |aw changes that occurred in 1998 and
1999.

BOARD POSI TI ON

Pendi ng.

SPECI FI C FI NDI NGS

1. Exclusion fromlncone for Enployer-Provided Transportati on Benefits

Under federal and California |law, qualified transportation fringe benefits

provi ded by an enpl oyer are excluded from an enpl oyee's gross incone. Qualified
transportation fringe benefits include parking, transit passes, and vanpoo
benefits. In addition, in the case of enployer-provided parking, no amunt is
includible in income of an enpl oyee nmerely because the enpl oyer offers the

enpl oyee a choi ce between cash and enpl oyer-provi ded parking. Under prior
federal and current California |law, transit passes and vanpool benefits were
excludable only if provided in addition to, and not in |lieu of, any conpensation
ot herwi se payable to an enployee. Up to $155 per nonth of enpl oyer-provided

par ki ng was excludable frominconme. Up to $60 per nonth of enpl oyer-provided
transit and vanpool benefits were excludable fromgross incone. These doll ar
anounts were indexed annually for inflation, rounded to the nearest multiple of
$5.

Under current and prior federal and state law, qualified transportation fringe
benefits include a cash reinbursenent by an enployer to an enpl oyee. However, in
the case of transit passes, a cash reinbursenent is considered a qualified
transportation fringe benefit only if a voucher or simlar itemwhich my be
exchanged only for a transit pass is not readily available for direct
distribution by the enployer to the enpl oyee.

Under the Transportation Act, enployers are permtted to offer enployees a choice
bet ween cash conpensation or any qualified transportation benefit or a

combi nati on of any of such benefits. The anmobunt of cash offered is includible in
i ncome and wages only to the extent the enployee elects cash. Thus, under the
provi sion, no anount is includible in gross income or wages merely because the
enpl oyee is offered the choice of cash in lieu of one or nore qualified
transportation benefits (up to the applicable dollar limt). Al so, no anpbunt is
i ncludible in inconme or wages nerely because the enployee is offered a choice
anong qualified transportation benefits.

It is intended that salary reduction amounts used to provide qualified
transportation benefits under the provision be treated for pension plan purposes
the same as other salary reduction contributions.
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The Transportation Act increased the exclusion for enployer-provided parking to
$175 per nonth and the enpl oyer-provided transit and vanpool benefits exclusion
to $65 per nonth. In addition, beginning in 2002, the Transportation Act

i ncreases the exclusion for transit passes and vanpooling to $100 per nonth.
Begi nning in 2003, the $100 anount is indexed as under prior law Further, no
gqualified transportation benefit will be indexed in 1999.

The provision permtting a cash option for any transportati on benefit is
effective for taxable years beginning after Decenber 31, 1997; the increase in
the exclusion for transit passes and vanpooling to $100 per nonth is effective
for taxable years beginning after Decenber 31, 2001; and indexing on the $100
anmount for transit passes and vanpooling is effective for taxable years beginning
after Decenber 31, 2002.

Current California lawis in full conformity with federal law as it read on
January 1, 1998, as it relates to qualified transportation fringe benefits and
annual additions to tax-qualified pension plans.

In addition, California | aw provides that gross incone of an enpl oyee does not
i ncl ude benefits received for participation in any ridesharing arrangenment in
California. A ridesharing arrangenent includes:

commuting in a carpool, vanpool, buspool, or taxipool.

mont hly transit passes used by the enployee or the enpl oyee's dependents,
ot her than dependents attendi ng el enentary or secondary school.

free or subsidized parking.
comruting by ferry or bicycling.
travel to or froma teleconmuting facility.

the use of any transportation used to go to or fromthe place of enploynment
that reduces the use of a notor vehicle occupied by a single person.

This bill would conform California law to the Transportati on Act changes to the
transportation fringe benefits rules. This bill would not affect the rul es
relating to California ridesharing arrangenents.

2. Waiver of Estimated Tax Penalty

This bill would waive additions to tax inposed for any underpaynents of tax or
estimated tax for any period before April 16, 2001, with respect to any

under paynent for the 2000 taxable or income year to the extent the underpaynent
was created or increased by any provision of this bill.

3. Deductibility of Meals Provided for the Conveni ence of the Enpl oyer

In general, subject to several exceptions, only 50% of the cost of business neals
and entertainment is allowed as a deduction (IRC Sec. 274(n)). Under the Tax
Relief and Reform Act of 1997 (TRA of 1997) exception, meals excludable from
enpl oyees' incomes as a de mnims fringe benefit (IRC Sec. 132) are fully
deducti ble by the enployer. |In addition, the courts have held that if
substantially all of the meals are provided for the conveni ence of the enpl oyer
pursuant to | RC Sec. 119, the cost of such neals is fully deductible because the
enployer is treated as operating a de mninms eating facility within the meaning
of IRC Sec. 132(e)(2). However, the judicial decisions did not provide a bright
line definition of "substantially all,"” and thus disputes continued between

t axpayers and the |IRS.
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The I RS Reform Act provides a new safe harbor rule for the enpl oyee exclusion and
t he enpl oyer deduction. Under that new safe harbor, all neals furnished to

enpl oyees at the enployer’s place of business neet the convenience test under |IRC
Sec. 119, if nore than one-half of enployees furnished neals on the premi ses are
furni shed such neals for the conveni ence of the enployer. |If these conditions
are satisfied, the value of all such neals are excludable fromthe enpl oyee's

i ncome and fully deductible to the enployer. No inference is intended as to

whet her the cost of such neals are fully deductible under prior law. This
provision is effective for all taxable years. The provision is effective for
taxabl e years for which the applicable statute of limtations has not expired.

California lawis in full conformty with federal law as it read on
January 1, 1998, as it relates to the deduction of neals provided to enpl oyees.

This bill would conform California law with the new federal safe harbor rule as
it relates to the deductibility of neals provided by an enployer with the sane
effective date as under federal | aw

4. Enpl oyer Deductions for Vacation and Severance Pay

Under prior federal and current California |law, for deduction purposes, any

met hod or arrangenment that has the effect of a plan deferring the receipt of
conpensation or other benefits for enployees is treated as a deferred
conpensation plan (I RC Sec. 404(b)). In general, contributions under a deferred
conpensation plan (other than certain pension, profit-sharing and simlar plans)
are deductible in the taxable year in which an anmount attributable to the
contribution is includible in income of the enpl oyee, regardl ess of whether the
enpl oyee actually receives the benefit during the year. However, vacation pay
which is treated as deferred conpensation is deductible for the taxable year of
t he enpl oyer in which the vacation pay is paid to the enployee (I RC Sec.
404(a)(5)).

Tenporary Treasury regul ations provide that a plan, nmethod, or arrangenment defers
the recei pt of conpensation or benefits if an enpl oyee receives conmpensati on or
benefits nore than a brief period of tinme after the end of the enployer's taxable
year in which the services creating the right to such conpensati on or benefits
are performed. Conpensation received after the 15th day of the third cal endar
month after the end of the enployer's taxable year in which the related services
are rendered is considered received after nore than a brief period. Conpensation
or benefits received by the enployee on or before the end of the applicable 2
1/2- month period is not deferred conpensation. (Tenp. Treas. Reg. Sec. 1.404(b)-
1T, A-2.)

The Tax Court recently addressed the issue of when vacati on pay and severance pay
are consi dered deferred conpensation in Schm dt Baking Co., Inc. v. Conm ssioner
(1996) 107 T.C 271. In Schm dt Baking, the taxpayer was an accrual basis
taxpayer with a fiscal year that ended Decenber 28, 1991. The taxpayer funded
its accrued vacation and severance pay liabilities for 1991 by purchasi ng an
irrevocable letter of credit on March 13, 1992. The parties stipulated that the
letter of credit represented a transfer of a substantially vested interest in
property to enpl oyees for purposes of Section 83, and that the fair market val ue
of such interest was includible in the enpl oyees' gross incones for 1992 as a
result of the transfer. While the rules of Section 83 may govern the inconme

i nclusion for enpl oyees, Section 404 governs the enployer deduction if the anobunt
i nvolved is deferred conpensation
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The Tax Court held that the purchase of the letter of credit, and the resulting

i nconme inclusion, constituted paynment of the vacation and severance pay within
the 2 1/2-nonth period. Thus, the vacation and severance pay were treated as
received by the enployees within the 2 1/2-nonth period and were not treated as
deferred conpensation. The vacation pay and severance pay were deductible by the
taxpayer’s enployer for its 1991 fiscal year pursuant to its normal accrual

met hod of accounti ng.

The I RS Reform Act provided that for purposes of determ ning whether an item of
conpensation is deferred conpensation (under |IRC Sec. 404), the conpensation is
not considered to be paid or received until actually received by the enpl oyee.

In addition, an item of deferred conpensation is not considered paid to an

enpl oyee until actually received by the enployee. The provision is intended to
overrule the result in Schm dt Baking. For exanple, with respect to the

determ nati on of whether vacation pay is deferred conpensation, the fact that the
val ue of the vacation pay is includible in the incone of enployees within the
applicable 2 1/2-nonth period is not relevant. Rather, the vacation pay nust
have been actually received by enployees within the 2 1/2-nonth period for the
conpensation not to be treated as deferred conpensati on.

Congress intended that simlar arrangenents, in addition to the letter of credit
approach used in Schm dt Baki ng, do not constitute actual receipt by the

enpl oyee, even if there is an incone inclusion. Thus, for exanple, actua
recei pt does not include the furnishing of a note or letter or other evidence of
i ndebt edness of the taxpayer, regardless of whether the evidence is guaranteed by
any other instrunent or by any third party. As a further exanple, actual receipt
does not include a prom se of the taxpayer to provide service or property in the
future (regardl ess of whether the prom se is evidenced by a contract or other
written agreenent).

In addition, actual receipt does not include an ampunt transferred as a | oan,
refundabl e deposit, or contingent paynent. Anmounts set aside in a trust for
enpl oyees generally are not considered to be actually received by the enpl oyee.

The provision does not change the rul e under which deferred conpensation (other
t han vacation pay and sick pay and deferred conpensati on under qualified plans)
is deductible in the year includible in the gross incone of enployees

participating in the plan if separate accounts are nmaintained for each enpl oyee.

Whi |l e Schm dt Baki ng invol ved only vacation pay and severance pay, there is
concern that this type of arrangenent may be used to try to circunmvent other
provi sions of the I RC where paynment is required in order for a deduction to
occur. Thus, Congress expressed its intent that the Secretary wll prevent the
use of simlar arrangenents, though no inference was intended that the result in
Schm dt Baking is present |aw beyond its immedi ate facts or that the use of
simlar arrangenents is permtted under present |aw

This provision is effective under federal |aw for taxable years ending after July
22, 1998. Any change in a taxpayer's nethod of accounting required by the

provision will be treated as initiated by the taxpayer with the consent of the
Secretary of the Treasury. Any adjustnment required by IRC Sec. 481 as a result
of the change will be taken into account for federal purposes over a three-year

period beginning with the first year for which the provision is effective.
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Current California lawis in full conformty with federal law as it read on
January 1, 1998, as it relates to enpl oyer deductions for vacation and severance

pay.

This bill would conformCalifornia law to the federal I RS Reform Act | aw change
as it relates to the accrual of vacation and severance pay. This bill would al so
require any state adjustnent required by IRC Sec.481 as a result of the change to
be taken into account over a three-year period beginning with 2000.

5. Certain Trade Receivables Ineligible for Mark-To-Mrket Treatnent

In general under federal and state |law, dealers in securities are required to use
a mar k-to-market nmethod of accounting for securities (IRC Sec. 475). Exceptions
to the mark-to-market rule are provided for securities held for investnent,
certain debt instrunents and obligations to acquire debt instrunments and certain
securities that hedge securities. A dealer in securities is a taxpayer who

regul arly purchases securities fromor sells securities to custoners in the
ordinary course of a trade or business, or who regularly offers to enter into,
assune, offset, assign, or otherwise ternminate positions in certain types of
securities with custoners in the ordi nary course of a trade or business.

A security includes (1) a share of stock, (2) an interest in a widely held or
publicly traded partnership or trust, (3) an evidence of indebtedness, (4) an
interest rate, currency, or equity notional principal contract, (5) an evidence
of an interest in, or derivative financial instrument in, any of the foregoing
securities, or any currency, including any option, forward contract, short
position, or simlar financial instrunent in such a security or currency, or (6)
a position that is an identified hedge with respect to any of the foregoing
securities.

The I RS Reform Act provides that certain trade receivables are not eligible for
mar k-t o-market treatnent. A trade receivable is covered by the provision if it
is a note, bond or debenture arising out of the sale of goods by a person the
principal activity of which is selling or providing nonfinancial goods and
services and it is held by such person or a related person at all tinmes since it
was i ssued.

Under the IRS Reform Act, a receivable neeting the above definition is not
treated as a security for purposes of the mark-to-market rules (I RC Sec. 475).
Thus, such receivabl es are not nmarked-to-market, even if the taxpayer qualifies
as a dealer in other securities. A taxpayer will not be treated as a dealer in
securities based on sales to unrel ated persons of receivabl es subject to the new
provi sion unless the regul atory exception for receivables held for sale to
customers appli es.

The I RS Reform Act provision also applies to trade receivables arising from
servi ces perfornmed by independent contractors, as well as enployees. Thus, for
example, if a taxpayer’'s principal activity is selling non-financial services and
sone or all of such services are perfornmed by independent contractors, no

recei vabl es that the taxpayer accepts for services can be marked-to-market under
t he new provi sion.

Pursuant to the authority granted by IRC Sec. 475(g)(1), the Secretary of the
Treasury is authorized to issue regulations to prevent abuse of the new
exception, including through i ndependent contractor arrangenents.
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The provision provides that, to the extent provided in Treasury regul ations,
trade receivables that are held for sale to custonmers by the taxpayer or a

rel ated person nay be treated as “securities” for purposes of the nmark-to-market
rul es, and transactions in such receivables could result in a taxpayer being
treated as a dealer in securities (IRC Sec. 475(c)(1)).

For trade receivables that are excepted fromthe statutory mark-to-market rules
(I RC Sec. 475) under the new provision, mark-to-market or | ower-of-cost-or-narket
will not be treated as methods of accounting that clearly reflect incone under
general tax principles (see IRC Sec. 446(b)).

The provision generally is effective for taxable years ending after July 22,
1998. Adjustnents required under IRC Sec. 481 as a result of the change in

met hod of accounting generally are required to be taken into account for federa
pur poses ratably over the four-year period beginning in the first taxable year
for which the provision is in effect.

Current California lawis in full conformity with federal law as it read on
January 1, 1998, as it relates to the “mark to market” nethod of accounting.

This bill would conform California law to federal law as its relates to “mark to
mar ket ” nmet hod of accounting for dealers. This bill would also require

adj ustnments under | RC Sec. 481 as a result of the change in nethod of accounting
to be taken into account for state purposes ratably over a three-year period
begi nning in 2000.

6. Exclusion of Mnimum Required Distributions fromAG for Roth I RA
Conver si ons

Under federal and California law, uniform m ninumdistribution rules generally
apply to all types of tax-favored retirenent vehicles, including qualified
retirement plans and annuities, individual retirenent arrangenents (1 RAs) other
than Roth I RAs, and tax-sheltered annuities (I RC Sec. 403(b)).

Under federal and California |aw, distributions for I RAs must begin no later than
April 1st of the cal endar year follow ng the cal endar year in which the | RA owner
attains age 70%2 The I RS has issued extensive regul ations for purposes of
calculating mninmumdistributions. |In general, mninumdistributions are
includible in gross income in the year of distribution. An excise tax equal to
50% of the required distribution applies to the extent a required distribution is
not made.

Under federal and California law, all or any part of ampunts in a deductible or
nondeducti ble I RA may be converted into a Roth IRA. Only taxpayers with nodified
adj usted gross income (AG) of $100,000 or less for the year of the conversion
are eligible to convert an IRAinto a Roth IRA. In the case of a married
taxpayer, AG is the conmbined AG of the couple.

The IRS Reform Act, for taxable years begi nning after Decenmber 31, 2004, excludes
m ni mum required distributions fromIRAs for taxpayers 70% years or older from
the definition of nodified AG solely for purposes of determining eligibility to
convert froman IRAto a Roth IRA. As under present |law, the required m nimm
di stribution would not be eligible for conversion and would be includible in

gr oss i ncorme.
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Current California lawis in full conformity with federal law as it read on
January 1, 1998, as it relates to Roth I RAs, except for the required m ninmm
di stribution exclusion.

This bill would conform California law wth federal law as it relates to
exclusion of required mninmumdistributions fromnodified AG for purposes of
Roth I RA conversions. The operative date of this provision is for taxable years
begi nning after Decenber 31, 2004 (the federal operative date).

7. Farm Production Flexibility Contract Paynents

Under federal and California | aw, a taxpayer generally is required to include an
itemin income no later than the tinme of its actual or constructive receipt,

unl ess such anount is properly accounted for in a different period under the
taxpayer’s nethod of accounting. |If a taxpayer has an unrestricted right to
demand the paynent of an anmpunt, the taxpayer is in constructive receipt of that
anount regardl ess of whether the taxpayer actually receives the paynent.

The Federal Agriculture Inmprovenent and Reform Act of 1996 (the FAIR Act)

provi des for production flexibility contracts between certain eligible owers and
producers and the Secretary of Agriculture. These contracts generally cover crop
years from 1996 t hrough 2002.

Annual paynents are made under such contracts at specific tines during the
federal governnent’s fiscal year. Section 112(d)(2) of the FAIR Act provides
that one-half of each annual paynent is to be nmade on either Decenber 15th or
January 15th of the fiscal year, at the option of the recipient. This option to
receive the payment on Decenber 15'" potentially results in the constructive
recei pt (and thus potential inclusion in inconme) of one-half of the annua
paynent at that tine, even if the option to receive the anpunt on January 15th is
el ect ed.

The remai ni ng one-half of the annual paynment nust be made no | ater than Septenber
30th of the fiscal year. The Emergency Farm Financial Relief Act of 1998 added
Section 112(d)(3) to the FAIR Act, which provides that all paynents for fisca
year 1999 are to be paid at such tinme or times during fiscal year 1999 as the
reci pient may specify. Thus, the one-half of the annual anmount that would

ot herwi se be required to be paid no |ater than Septenber 30, 1999, can be
specified for paynent in calendar year 1998. This potentially results in the
constructive receipt (and thus required inclusion in taxable incone) of such
anounts in cal endar year 1998, regardl ess of whether the anmounts actually are
received or the right to their receipt is fixed.

Under the Tax and Trade Extension Act, the tinme a production flexibility contract
paynment under the FAIR Act is properly includible in income wuld be determ ned
wi thout regard to the options granted by Section 112(d)(2) (allow ng receipt of
one-hal f of the annual paynment on either Decenber 15th or January 15th of the
fiscal year) or Section 112(d)(3)(allow ng the acceleration of all paynents for
fiscal year 1999) of that Act. The provision is effective for production
flexibility contract paynents made under the FAIR Act in taxable years ending
after Decenber 31, 1995.
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Current California law follows federal law in regards to the tax accounting
concept of “constructive receipt.” Therefore, the tinme a production flexibility
contract paynment received under the FAIR Act properly is includible in incone
woul d be determ ned by taking into account the options granted under the FAIR
Act .

This bill would conformCalifornia law with federal law as it relates to farm

production flexibility paynments with the sane effective date with respect to
paynents received in taxable and i ncone years ending after Decenber 31, 1995.

8. Treatnent of Certain Deductible Liquidating Distributions of RI Cs/REITs

Regul at ed i nvestment conpanies (Rl Cs) and real estate investment trusts (REITS)
are all owed a deduction for dividends paid to their sharehol ders. The deduction
for dividends paid includes ampbunts distributed in [iquidation which are properly
chargeable to earnings and profits. 1In the case of a conplete |iquidation
occurring within 24 nonths after the adoption of a plan of conplete |iquidation,
t he deduction includes any distribution made pursuant to the plan to the extent
of earnings and profits. Rules that govern the receipt of dividends fromRICs
and REI Ts general ly provide for including the anount of the dividend in the

i ncone of the sharehol der receiving the dividend that was deducted by the R C or
REIT. Generally, any shareholder realizing gain froma liquidating distribution
of a RIC or REIT includes the amunt of gain in the sharehol der’s incone.

However, in the case of a liquidating distribution to a corporation owning 80% of
the stock of the distributing corporation, a separate rule generally provides
that the distribution is tax-free to the parent corporation. The parent
corporation succeeds to the tax attributes, including the adjusted basis of
assets distributed. Under these rules, a liquidating RIC or REIT m ght be

al l owed a deduction for ambunts paid to its parent corporation, wthout a
corresponding inclusion in the incone of the parent corporation, resulting in

i ncome not being subject to tax.

A RICor REIT may designate a portion of a dividend as a capital gain dividend to
the extent the RIC or REIT itself has a net capital gain. A R C nay designate a
portion of the dividend paid to a corporate sharehol der as eligible for the 70%

di vi dends-recei ved deduction to the extent the RIC itself received dividends from
other corporations. |If certain conditions are satisfied, a RRC also is permtted
to pass through to its sharehol ders the tax-exenpt character of the RIC s net

i ncome fromtax-exenpt obligations through the paynent of “exenpt interest

di vi dends,” though no deduction is allowed for such dividends.

The Tax and Trade Extension Act provides that any anmount which a liquidating RIC
or REIT may take as a deduction for dividends paid with respect to an ot herw se
tax-free liquidating distribution to an 80% corporate owner is includible in the
i ncomre of the recipient corporation. The includible anbunt is treated as a

di vidend received fromthe RIC or REIT. The |iquidating corporation may

desi gnate the amobunt distributed as a capital gain dividend or, in the case of a
RIC, a dividend eligible for the 70% di vi dends recei ved deducti on or an exenpt
interest dividend, to the extent provided by the RIC or REIT provisions of the

| RC.
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The Tax and Trade Extension Act does not otherw se change the tax treatnment of
the distribution to the parent corporation or to the RIC or REIT. Thus, for
exanmple, the liquidating corporation will not recognize gain (if any) on the
liquidating distribution and the recipient corporation will hold the assets at a
carryover basis, even where the anobunt received is treated as a dividend. The
provision is effective for distributions on or after May 22, 1998, regardl ess of
when the plan of |iquidation was adopted. No inference is intended regarding the
treatment of such transacti ons under present |aw.

Current California |law conforns to the federal treatnent of RICs and REITs with
certain nodifications. California is confornmed to the federal treatnent of a
liquidating distribution froma RICor a REIT prior to the enactnent of the Tax
and Trade Extension Act. However, California has not conforned to the
nodi fi cati on made by I RS Ref orm Act Section 6012(g) relating to "earnings and
profits” ordinary distributions of RElITSs.

This bill would conformCalifornia law wth federal law as it relates to
liquidating distributions fromRICs and REITs, effective for distributions nmade
on or after January 1, 2000. This bill would not conform California law with

federal law as it relates to “earnings and profits" ordinary distributions of
REI Ts.

9. Tax Treatnent of Cash Options for Qualified Prizes

Under federal and California | aw, a taxpayer generally is required to include an
itemin income no later than the tinme of its actual or constructive receipt,

unl ess the itemproperly is accounted for in a different period under the
taxpayer's nethod of accounting. |If a taxpayer has an unrestricted right to
demand payment of an amount, the taxpayer is in constructive receipt of that
anount regardl ess of whether the taxpayer namkes the demand and actually receives
the paynent. Under the principle of constructive receipt, the winner of a
contest who is given the option of receiving either a lunmp-sumdistribution or an
annuity after winning the contest is required to include the value of the award
in gross incone, even if the annuity option is exercised.

Under the Tax and Trade Extension Act, the existence of a "qualified prize
option" is disregarded in determ ning the taxable year for which any portion of a
qualified prize is to be included in income. A qualified prize option is an
option that entitles a person to receive a single cash paynent in lieu of a
qualified prize (or portion thereof), provided such option is exercisable not

| ater than 60 days after the prize wi nner becones entitled to the prize. Thus, a
qualified prize wi nner who may choose either cash or an annuity not later than 60
days after becoming entitled to the prize is not required to include anmounts in
gross income imrediately if the annuity option is exercised. This provision
applies with respect to any qualified prize to which a person first becones
entitled after October 21, 1998.

In addition, the Tax and Trade Extension Act also applies to any qualified prize
to which a person becane entitled on or before October 21, 1998, if the person
has an option to receive a |unp-sum cash paynent only during some portion of the
18-nonth period beginning on July 1, 1999. This is intended to give previous
prize winners a one-tine option to alter previous paynent arrangemnents.
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Qualified prizes are prizes or awards fromcontests, lotteries, jackpots, ganes
or simlar arrangenents that provide a series of paynents over a period of at

| east 10 years, provided that the prize or award does not relate to any past
services perforned by the recipient and does not require the recipient to perform
any substantial future service. Appearing in advertising relating to the prize
or award is not (in and of itself) treated as substantial. The provision applies
to individuals on the cash recei pts and di sbursenents nmethod of accounting.

I ncome and deductions resulting fromthis provision retain their character as
ordinary, not capital. |In addition, the Secretary is to provide for the
application of this provision in the case of a partnership or other pass-through
entity consisting entirely of individuals on the cash receipts and di shursenents
met hod of accounti ng.

Any offer of a qualified prize option nust include disclosure of the method used
to conmpute the single cash paynment, including the discount rate that makes

equi val ent the present values of the prize (or relevant portion thereof) and the
singl e cash paynent offered. Any offer of a qualified prize option nust also
clearly indicate that the prize winner is under no obligation to accept a single
cash paynment and may continue to receive the paynents to which he or she is
entitled under the terns of the qualified prize.

Current California lawis generally conforned to federal |aw as of

January 1, 1998, as it relates to the taxation of awards and prizes. California
| aw specifically exenpts California lottery winnings fromtaxable income for
state purposes.

This bill would conformCalifornia law with federal law as it relates to the
treatnment of prizes other than California lottery w nnings.

10. Paynents Received Pursuant to the Ri cky Ray Henmpophilia Relief Fund Act

CGeneral ly, gross inconme does not include any damages received (whether by suit or
agreenment and whether as lunp sumor as periodic paynents) on account of a
personal physical injury or physical sickness (IRC Sec. 104(a)(2)). |If an action
has its origin in a physical injury or physical sickness, then all damages (other
than punitive danages) are treated as paynents received on account of physica
injury or physical sickness regardless of whether the recipient of the damages is
the injured party.

The term "damages recei ved whether by suit or agreenent" is defined under
Treasury regul ations to nean an anount received (other than workmen's
conpensation) through prosecutions of a legal suit or action based upon tort or
tort type rights, or through a settlenent agreement entered into in |lieu of such
prosecution. Under prior |aw, paynents not neeting the requirements of |RC Sec.
104 were not excludable fromincome under that section.

The Ri cky Ray Henophilia Act treats paynments to certain individuals w th bl ood-
clotting disorders who contracted the human i nmunodeficiency virus (H V) due to
cont am nat ed bl ood products as damages received on account of personal physica

i njury or physical sickness described in IRC Sec. 104(a)(2). Thus, such paynents
made to individuals are excluded from gross incone.
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Current California lawis in full conformty with federal law as it read on
January 1, 1998, as it relates to the exclusion fromincome any damages received
on account of a personal physical injury or physical sickness.

This bill would conform California law with federal treatnment of paynents
recei ved pursuant to the Ricky Ray Henophilia Relief Fund Act.

11. Property Subject to a Liability Treated as Assunption of Liability

EFFECTI VE DATE

This provision, for federal purposes, is effective for transfers on or after
Cctober 19, 1998. No inference regarding the tax treatnment under present lawis
i nt ended.

SPECI FI C FI NDI NGS

Prior federal and state |aw provided that the transferor of property recognized
no gain or loss if the property is exchanged solely for qualified stock in a
controlled corporation (IRC Sec. 351). The assunption by the controlled
corporation of a liability of the transferor (or the acquisition of property
“subject to” aliability) generally did not cause the transferor to recognize
gai n.

However, under | RC Sec. 357(c), the transferor does recognize gain to the extent
that the sumof the assuned liabilities, together with the liabilities to which
the transferred property is subject, exceeds the transferor's basis in the
transferred property. |If the transferred property is “subject to” aliability,
Treasury regul ations indicate that the anobunt of the liability is included in the
cal cul ation regardl ess of whether the underlying liability is assumed by the
controlled corporation. Simlar rules apply to reorgani zations described in IRC
Sec. 368(a)(1)(D).

The gain recognition rule of IRC Sec. 357(c) is applied separately to each
transferor in an | RC Sec. 351 exchange.

The basis of the property in the hands of the controlled corporation equals the
transferor's basis in such property, increased by the anpunt of gain recognized
by the transferor, including IRC Sec. 357(c) gain.

Under the M scell aneous Trade and Technical Corrections Act of 1999, the
di stinction between the assunption of a liability and the acquisition of an asset
subject to aliability generally is elimnated.

In general, a recourse liability (or any portion thereof) is treated as having
been assuned if, as determ ned on the basis of all facts and circunstances, the
transferee has agreed to, and is expected to satisfy the l[iability or portion

t hereof (regardless of whether the transferor has been relieved of the
liability). Thus, where nore than one person agrees to satisfy a liability or
portion thereof, only one would be expected to satisfy such liability or portion
t her eof .
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Al so, a nonrecourse liability (or any portion thereof) is treated as having been
assuned by the transferee of any asset that is subject to the liability.

However, this anpunt is reduced in cases where an owner of other assets subject
to the sane nonrecourse liability agrees with the transferee to, and is expected
to, satisfy the liability (up to the fair market value of the other assets,
determ ned without regard to |RC Sec. 7701(Q)).

In determ ni ng whether any person has agreed to and is expected to satisfy a
liability, all facts and circunstances are to be considered. |In any case where
the transferee does agree to satisfy a liability, the transferee also will be
expected to satisfy the liability in the absence of facts indicating the
contrary.

In determi ning any increase to the basis of property transferred to the
transferee as a result of gain recognized because of the assunption of
liabilities under IRC Sec. 357, in no event will the increase cause the basis to
exceed the fair market value of the property (determ ned without regard to | RC
Sec. 7701(g)).

If gain is recognized to the transferor as the result of an assunption by a
corporation of a nonrecourse liability that also is secured by any assets not
transferred to the corporation, and if no person is subject to federal incone tax
on such gain, then for purposes of determining the basis of assets transferred,
the amount of gain treated as recogni zed as the result of such assunption of
liability shall be determined as if the liability assuned by the transferee
equal ed such transferee's ratable portion of the liability, based on the relative
fair market values (determ ned wi thout regard to IRC Sec. 7701(g)) of all assets
subject to such nonrecourse liability.

In no event will the gain cause the resulting basis to exceed the fair market
val ue of the property (determ ned without regard to |RC Sec. 7701(Q)).

The Treasury Departnent has authority to prescribe such regul ations as may be
necessary to carry out the purposes of the provision. This authority includes
the authority to specify adjustnents in the treatnment of any subsequent
transactions involving the liability, including the treatnment of paynents
actually made with respect to any liability as well as appropriate basis and

ot her adjustnents with respect to such paynents. Were appropriate, the Treasury
Departnment al so may prescribe regul ati ons which provide that the manner in which
aliability is treated as assunmed under the provision is applied el sewhere in the
I nternal Revenue Code.

Current state |law conforns with federal law as it relates to the transfer of
assets to a controlled corporation prior to the passage of the M scell aneous
Trade and Technical Corrections Act O 1999.

This bill would conformstate law to the M scell aneous Trade and Technica
Corrections Act of 1999 by elimnating the distinction between the assunption of
aliability and the acquisition of an asset subject to a liability for transfers
on or after January 1, 2000.
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12. Extend Tentative M ninmum Tax Relief for Individuals

Federal |aw provides for certain nonrefundabl e personal tax credits (i.e., the
dependent care credit, the credit for the elderly and di sabl ed, the adoption
credit, the child tax credit, the credit for interest on certain hone nortgages,
t he HOPE Schol arship and Lifetine Learning credits, and the D.C. honebuyer's
credit). Except for taxable years beginning during 1998, these credits are
allowed only to the extent that the individual's regular income tax liability
exceeds the individual's tentative minimumtax (TMI), determ ned w thout regard
to the mnimumtax foreign tax credit.

For taxabl e years begi nning during 1998, these credits are allowed to the extent
of the full anpunt of the individual's regular tax (without regard to TMI).

The Ticket to Wrk and Work Incentives | nprovenent Act of 1999 extends to taxable
years beginning in 1999 the provision that allows the personal nonrefundable
credits to offset the individual's regular tax liability in full (as opposed to
only the amount by which the regular tax exceeds TMI).

For taxabl e years beginning in 2000 and 2001, the personal nonrefundable credits
may offset both the regular tax and the alternative mninmumtax (AMI). The
foreign tax credit will be allowed before the personal credits in conputing the
regular tax for these years. The refundable child credit will not be reduced by
the amount of an individual's mninmumtax in taxable years beginning in 1999,
2000, and 2001.

Current state law is generally in conformity with federal law as it relates to
the conputation of AMI and TMI as well as the limtation of credits to the excess
of regular tax over TMI. The amounts included in the conputation may differ due
to other differences in the |aws such as the threshold anmounts and the California
AMI rate of 7%

Prior to AB 1637 (Ch. 930, Stats. 1999), the only “personal” type credit allowed
to reduce the regul ar tax anmount bel ow TMI was the renter’s credit.

Starting in the 1999 tax year, AB 1637 elimnated the TMI |imtation on persona
exenption credits by allow ng the “exenption” credits to reduce regul ar tax bel ow
T™T

“Exenption” credits are the personal, dependent, blind and senior credits only.
California law still limts other “personal” type credits to the excess of
regul ar tax over TMI.

O her "personal” type credits are the joint custody head of househol d, dependent
parent, senior head of household and child adoption credits. The senior head of
househol d and child adoption credits have AD limtations. The interaction of
the A limtations and the AMI threshold anpbunts reduce the nunber of taxpayers
taki ng one of these two credits being affected by the TMI linmtation.

Starting in the 2000 taxable year, this bill would elimnate the TMI [imtation
on the joint custody head of househol d, dependent parent, senior head of
househol d and child adoption credits.
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13. Extend Suspension of Net Incone Limtation on Percentage Depletion

Federal and state laws permt taxpayers to recover their investnent in oil and
gas wells through depletion deductions. |In the case of certain properties, the
deducti ons may be determi ned using the percentage depletion nethod. Anong the
limtations that apply in calculating percentage depletion deductions is a
restriction that, for oil and gas properties, the anmobunt deducted nay not exceed
100% of the net income fromthat property in any year (IRC Sec. 613(a)).

Speci al percentage depletion rules apply to oil and gas production from
“marginal” properties (I RC Sec. 613A(c)(6)). Marginal production is defined as
donmestic crude oil and natural gas production fromstripper well property or from
property substantially all of the production fromwhich during the cal endar year
is heavy oil. Stripper well property is property fromwhich the average daily
production is 15 barrel equivalents or |ess, determ ned by dividing the average
daily production of domestic crude oil and donestic natural gas from produci ng
wells on the property for the cal endar year by the nunmber of wells. Heavy oil is
donmestic crude oil with a weighted average gravity of 20 degrees APl or |ess
(corrected to 60 degrees Fahrenheit). Under one such special rule, the 100% of -
net-incone limtation does not apply to donestic oil and gas production from
mar gi nal properties during taxable years begi nning after Decenber 31, 1997, and
before January 1, 2000.

The Ticket to Wrk and Work Incentives | nprovenent Act of 1999 extended the
present -l aw suspensi on of the 100% of-net-inconme |limtation with respect to oi
and gas production frommarginal wells to include taxable years beginning after
December 31, 1999, and before January 1, 2002.

Current state lawis in full conformity with federal law, as it read on

January 1, 1998, as it relates to percentage depletion of oil and gas wells,

i ncl uding the tenporary suspension of the 100% of-net-income limtation. Under
current state law the limtation applies again for taxable or income years

begi nning on or after January 1, 2000.

This bill would conformto the federal extension of the current-I|aw suspension of
the 100% of -net-inconme limtation with respect to oil and gas production from
marginal wells to include taxable and i ncone years begi nning after

December 31, 1999, and before January 1, 2002.

14. Extend Expensing of Environnental Remediati on Expenditures

Under federal and state |aw taxpayers can elect to treat certain environmental
remedi ati on expenditures that woul d ot herw se be chargeable to capital account as
deductible in the year paid or incurred (IRC Sec. 198). The deduction applies
for both regular and alternative mninmumtax purposes. The expenditure nust be
incurred in connection with the abatenent or control of hazardous substances at a
qualified contam nated site. A “qualified contam nated site” generally is any
property that (1) is held for use in a trade or business, for the production of

i ncome, or as inventory; (2) is certified by the appropriate state environnental
agency to be located within a targeted area; and (3) contains (or potentially
contai ns) a hazardous substance (so-called “brownfields”).
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Targeted areas are defined as: (1) enpowerment zones and enterprise comrunities
as desi gnated under present |law, (2) sites announced before February, 1997, as
bei ng subject to one of the 76 Environnental Protection Agency (EPA) Brownfields
Pilots; (3) any popul ation census tract with a poverty rate of 20% or nore; and
(4) certain industrial and commercial areas that are adjacent to tracts descri bed
in (3) above. However, sites that are identified on the national priorities |ist
under the Conprehensive Environnmental Response, Conpensation, and Liability Act
of 1980 cannot qualify as targeted areas. Eligible expenditures are those paid
or incurred before January 1, 2001.

The Ticket to Wrk and Wrk Incentives | nprovenent Act of 1999 extended the
expiration date for IRC Sec. 198 to include those expenditures paid or incurred
before January 1, 2002.

Current state law confornms with federal law as it relates to environnmenta
remedi ati on expendi tures; however, as under prior federal |aw, the provision
applies only to expenditures paid or incurred before January 1, 2001. In
addition, an election to deduct remediati on expenditures for federal purposes is
applicable for California purposes. No separate election for state purposes is
al | owed.

This bill would conformstate law to the federal extension of the expiration date
to include those expenditures paid or incurred before January 1, 2002.

15. Provide that Federal Production Paynents Are Taxable in the Year Received

Under federal and state |aw a taxpayer generally is required to include an item
inincome no |later than the tine of its actual or constructive receipt, unless
such amount properly is accounted for in a different period under the taxpayer's
met hod of accounting. |[If a taxpayer has an unrestricted right to demand the
paynment of an anbunt, the taxpayer is in constructive receipt of that anount
regardl ess of whether the taxpayer nakes the demand and actually receives the
paynent .

The Federal Agriculture Inmprovenent and Reform Act of 1996 (the FAIR Act)

provi des for production flexibility contracts between certain eligible owers and
producers and the Secretary of Agriculture. These contracts generally cover crop
years from 1996 through 2002. Annual paynents are nmade under such contracts at
specific tinmes during the federal governnment's fiscal year. Section 112(d)(2) of
the FAIR Act provides that one-half of each annual paynent is to be made on

ei ther Decenber 15 or January 15 of the fiscal year, at the option of the

reci pient. The remaining one-half of the annual paynent nust be made no | ater

t han Septenber 30 of the fiscal year. The Enmergency Farm Fi nancial Relief Act of
1998 added Section 112(d)(3) to the FAIR Act, which provides that all paynents
for fiscal year 1999 are to be paid at such time or tinmes during fiscal year 1999
as the recipient may specify. Thus, the one-half of the annual anmount that would
ot herwi se be required to be paid no |ater than Septenber 30, 1999, can be
specified for paynent in cal endar year 1998.
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These options potentially would have resulted in the constructive receipt (and
thus inclusion in inconme) of the paynents to which they relate at the tine they
coul d have been exercised, regardl ess of whether they were in fact exercised.
However, Section 2012 of the Tax and Trade Relief Extension Act of 1998 provided
that the tinme a production flexibility contract paynment under the FAIR Act
properly is includible in incone is to be determ ned without regard to either
option, effective for production flexibility contract paynents made under the
FAIR Act in taxable years ending after Decenmber 31, 1995.

The Ticket to Work and Work Incentives |Inprovenent Act of 1999 provides that any
unexerci sed option to accelerate the recei pt of any paynent under a production
flexibility contract payable under the FAIR Act, as in effect on

December 17, 1999, is disregarded in determ ning the taxable year in which such
paynment is properly included in gross incone. Options to accelerate paynents
that are enacted in the future are covered by this rule, providing the paynment to
which they relate is mandated by the FAIR Act as in effect on Decenber 17, 1999.
The provision does not delay the inclusion of any anmpunt in gross incone beyond
the taxabl e period in which the amobunt is received.

Current state law follows federal law as it read on January 1, 1998, in regards
to the tax accounting concept of “constructive receipt.” Therefore, the tine a
production flexibility contract paynent received under the FAIR Act is properly
i ncludible in income woul d be determ ned by taking into account the options
granted under the FAIR Act.

This bill would conformstate law to the new federal rule which provides that any
unexerci sed option under the FAIR Act is disregarded in determ ning the taxable
or inconme year in which that paynment is properly included in gross incone.

16. Carify the Tax Treatnent of Inconme and Losses from Derivatives

Under federal and state |aw capital gain treatnment applies to gain on the sale or
exchange of a capital asset.

Capital assets include property other than (1) stock in trade or other types of
assets includible in inventory, (2) property used in a trade or business that is
real property or property subject to depreciation, (3) accounts or notes

recei vable acquired in the ordinary course of a trade or business, (4) certain
copyrights (or simlar property), and (5) U S. governnent publications.

Gain or loss on such assets generally is treated as ordinary inconme or |oss,
rather than capital gain or loss. Certain other provisions also treat gains or

| osses as ordinary inconme or loss. For exanple, the gains or |osses of
securities dealers or certain electing coomodities dealers or electing traders in
securities or commpdities that are subject to “mark-to-nmarket” accounting are
treated as ordinary income or |oss (IRC Sec. 475).

Treasury regul ations (which were finalized in 1994) require ordinary inconme or

| oss character treatnent for nost business hedges and provide timng rul es
requiring that gains or |osses on hedging transactions be taken into account in a
manner that matches the income or loss fromthe hedged itemor itens. The
regul ati ons apply to hedges that nmeet a standard of “risk reduction” with respect
to ordinary property held (or to be held) or certain liabilities incurred (or to
be incurred) by the taxpayer and that neet certain identification and other

requi rements (Treas. Reg. Sec. 1.1221-2).
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Ef fective for any instrunent held, acquired, or entered into, any transaction
entered into, and supplies held or acquired on or after Decenber 17, 1999, the
Ti cket to Wrk and Wbrk Incentives I nprovenment Act of 1999 adds three categories
to the list of assets the gain or loss on which is treated as ordinary (IRC Sec.
1221) incone or |oss.

The new categories are: (1) commodities derivative financial instruments held by
comodi ties derivatives dealers; (2) hedging transactions; and (3) supplies of a
type regularly consunmed by the taxpayer in the ordinary course of a taxpayer's
trade or business. |In defining a hedging transaction, the provision generally
codi fies the approach taken by the Treasury regul ations, but nodifies the rules.
The “risk reduction” standard of the regulations is broadened to “risk
managenment” with respect to ordinary property held (or to be held) or certain
liabilities incurred (or to be incurred). Additionally, the Act provides that
the definition of a hedging transaction includes a transaction entered into
primarily to manage such other risks as the Secretary may prescribe in
regul ati ons.

Current state |aw conforms with federal law as it relates to taxation of incone
and | osses on derivatives prior to the passage the Ticket to Wrk and Wrk

I ncentives | nprovenent Act of 1999. However, California’ s capital gain tax rate
is the sanme as ordinary incone tax rate.

This bill would conformstate law to the changes nmade to federal |law with respect
to taxation of incone and | osses on derivatives effective for any instrunent
hel d, acquired, or entered into, any transaction entered into, and supplies held
or acquired on or after January 1, 2000.

17. Expand Reporting of Cancellation of |ndebtedness |Incone

Under federal and state |aw a taxpayer's gross incone includes inconme fromthe
di scharge of indebtedness.

Federal law requires “applicable entities” to file information returns with the

I nternal Revenue Service (IRS) regarding any discharge of indebtedness of $600 or
nmore. The information return nust set forth the nane, address, and taxpayer

i dentification nunber of the person whose debt was discharged, the anmount of debt
di scharged, the date on which the debt was di scharged, and any other infornation
that the IRS requires to be provided.

The information return nmust be filed in the manner and at the time specified by

the IRS. The sane information also nust be provided to the person whose debt is
di scharged by January 31 of the year follow ng the discharge.

“Applicable entities” include: (1) the Federal Deposit Insurance Corporation
(FDIC), the Resolution Trust Corporation (RTC), the National Credit Union

Adm ni stration, and successor or subunit of any of them (2) any financial
institution (as described in IRC Sec. 581 (relating to banks) or IRC Sec. 591(a)
(relating to savings institutions)); (3) any credit union; (4) any corporation
that is a direct or indirect subsidiary of an entity described in (2) or (3)

whi ch, by virtue of being affiliated with such entity, is subject to supervision
and exam nation by a federal or state agency regul ating such entities; and (5) an
executive, judicial, or |legislative agency (as defined in 31 U S.C. Section
3701(a)(4)).
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Failures to file correct information returns with the IRS or to furnish
statenments to taxpayers with respect to these discharges of indebtedness are
subject to the sane general penalty that is inposed with respect to failures to
provi de other types of information returns. Accordingly, the penalty for failure
to furnish statenents to taxpayers is generally $50 per failure, subject to a
maxi mum of $100, 000 for any cal endar year. These penalties are not applicable if
the failure is due to reasonabl e cause and not to willful neglect.

The Ticket to Wrk and Work Incentives | nprovenent Act of 1999 requires

i nformati on reporting on indebtedness di scharged by any organi zati on for which a
significant trade or business is the |lending of noney (such as finance conpani es
and credit card conpani es regardl ess of whether affiliated with financi al
institutions).

Current state law confornms with the federal information reporting requiremnments
for cancellation of indebtedness income prior to the passage of the Act by

all owi ng the departnent to request a copy of the information return filed with
t he I RS.

This bill would conformto the expansion of the entities fromwhich a copy of the
information return filed with the IRS could be obtained by the departnent.

18. Limt Conversion of Character of Incone from Constructive Owership
Transacti ons

Under federal |aw the maxi mumindividual inconme tax rate on ordinary incone and
short-termcapital gain is 39.6% while the maxi mumindividual incone tax rate on
long-termcapital gain generally is 20% Although state |aw confornms to the
definitions, rules, and hol ding periods for ordinary incone, short-termcapita
gain, and long-termcapital gain, there is no difference in the tax rate
applicable to these categories of incone.

Under federal and state |aw |long-termcapital gain neans gain fromthe sale or
exchange of a capital asset held nore than one year. For this purpose, gain from
the termnation of a right with respect to property which would be a capita

asset in the hands of the taxpayer is treated as capital gain.

A pass-through entity (such as a partnership) generally is not subject to federa
or state incone tax. Rather, each owner includes its share of a pass-through
entity's incone, gain, |oss, deduction or credit in its taxable incone.
Ceneral ly, the character of the itemis determned at the entity level and fl ows
through to the owners. Thus, for exanple, the treatnment of an item of incone by
a partnership as ordinary incone, short-termcapital gain, or long-termcapita
gain retains its character when reported by each of the partners.

I nvestors may enter into forward contracts, notional principal contracts, and
other simlar arrangenents with respect to property that provides the investor
with the same or simlar economc benefits as owning the property directly but
with potentially different tax consequences (to the character and timnm ng of any
gain).
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The Ticket to Whrk and Work Incentives | nprovenent Act of 1999 limted the anount
of long-termcapital gain a taxpayer could recognize fromcertain derivative
contracts (“constructive ownership transactions”) with respect to certain
financial assets.

The anmount of long-termcapital gain is limted to the amunt of such gain the

t axpayer woul d have recogni zed if the taxpayer held the financial asset directly
during the termof the derivative contract. Any gain in excess of this amunt is
treated as ordinary incone. An interest charge is inposed on the amobunt of gain
that is treated as ordinary inconme. The provision does not alter the tax
treatnment of the long-termcapital gain that is not treated as ordinary income.

A taxpayer is treated as having entered into a constructive ownership transaction
if the taxpayer (1) holds a |l ong position under a notional principal contract
with respect to the financial asset, (2) enters into a forward contract to
acquire the financial asset, (3) is the holder of a call option, and the grantor
of a put option, with respect to a financial asset, and the options have
substantially equal strike prices and substantially contenporaneous maturity
dates, or (4) to the extent provided in regulations, enters into one or nore
transactions, or acquires one or nore other positions, that have substantially
the sane effect as any of the transactions described. Treasury regulations, when
i ssued, are expected to provide specific standards for determ ning when ot her
types of financial transactions, |ike those specified in the provision, have
substantially the same effect of replicating the econom c benefits of direct
ownership of a financial asset w thout a significant change in the risk-reward
profile with respect to the underlying transaction. It is not expected that

| everage in a constructive ownership transacti on woul d change the risk-reward
profile with respect to the underlying transaction.

A “financial asset” is defined as (1) any equity interest in a pass-through
entity, and (2) to the extent provided in regulations, any debt instrunment and
any stock in a corporation that is not a pass-through entity. A “pass-through
entity” refers to:

(1) a regulated investnent conpany (RIC),

(2) a real estate investnment trust (REIT),

(3) a real estate nortgage investnent conduit (REM Q),

(4) an S corporation,

(5) a partnership,

(6) a trust,

(7) a common trust fund,

(8) a passive foreign investnent conpany (PFC) which includes an
i nvest ment conpany that is also a controlled foreign corporation,

(9) a foreign personal hol ding conpany, and

(10) a foreign investnent conpany.

The anmount of recharacterized gain is calculated as the excess of the anmount of
long-termcapital gain the taxpayer would have had absent this provision over the
“net underlying long-termcapital gain” attributable to the financial asset.
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The net underlying long-termcapital gain is the amount of net capital gain the
taxpayer woul d have realized if it had acquired the financial asset for its fair
mar ket value on the date the constructive ownership transacti on was opened and
sold the financial asset on the date the transaction was closed (only taking into
account gains and | osses that woul d have resulted froma deened ownership of the
financial asset). A taxpayer must establish the anbunt of the net underlying
long-termcapital gain with clear and convincing evidence; otherw se, the anmpount
is deened to be zero. To the extent that the econom ¢ positions of the taxpayer
and the counter party do not equally offset each other, the amount of the net
underlying long-termcapital gain may be difficult to establish. The long-term
capital gains rate on the net underlying long-termcapital gain is determ ned by
reference to the individual capital gains rates.

Exanple 1: On January 1, 2000, Taxpayer enters into a three-year notional
principal contract (a constructive ownership transaction) with a securities
deal er whereby, on the settlenent date, the deal er agrees to pay Taxpayer

t he amount of any increase in the notional value of an interest in an

i nvestment partnership (the financial asset). After three years, the value
of the notional principal contract increased by $200, 000, of which $150, 000
is attributable to ordinary incone and net short-termcapital gain ($50, 000
is attributable to net long-termcapital gains). The anmpbunt of the net
underlying long-termcapital gains is $50,000, and the ampunt of gain that
is recharacterized as ordinary income is $150,000 (the excess of $200, 000 of
| ong-term gai n over the $50,000 of net underlying |ong-termcapital gain).

An interest charge is inmposed on the underpaynment of tax for each year that the
constructive ownership transacti on was open. The interest charge is the anount
of interest that would be inposed had the recharacterized gain been included in
the taxpayer's gross income during the termof the constructive ownership
transaction. The recharacterized gain is treated as having accrued such that the
gain in each successive year is equal to the gain in the prior year increased by
a constant growth rate during the termof the constructive ownership transaction

Exanple 2: Sane facts as in exanple 1, and assune the applicable federal
rate on December 31, 2002, is 6% For purposes of calculating the interest
charge, Taxpayer nust allocate the $150,000 of recharacterized ordinary
income to the three year-term of the constructive ownership transaction as
follows: $47,116.47 is allocated to year 2000, $49,943.46 is allocated to
year 2001, and $52,940.07 is allocated to year 2002.

A taxpayer is treated as holding a |long position under a notional principa
contract with respect to a financial asset if the person (1) has the right to be
paid (or receive credit for) all or substantially all of the investnent yield
(including appreciation) on the financial asset for a specified period, and (2)
is obligated to reimburse (or provide credit) for all or substantially all of any
decline in the value of the financial asset. A forward contract is a contract to
acquire in the future (or provide or receive credit for the future value of) any
financial asset.

If the constructive ownership transaction is closed by reason of taking delivery
of the underlying financial asset, the taxpayer is treated as having sold the
contract, option, or other position that is part of the transaction for its fair
mar ket val ue on the closing date. However, the anmount of gain that is recognized
as a result of having taken delivery is |limted to the amount of gain that is
treated as ordinary incone by reason of this provision (with appropriate basis
adj ustnments for such gain).
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The provision does not apply to any constructive ownership transaction if all of
the positions that are part of the transaction are marked to market under the

I nternal Revenue Code or regulations. The Treasury Departnent is authorized to
prescribe regul ati ons as necessary to carry out the purposes of the provision,
including to (1) permt taxpayers to mark to market constructive ownership
transactions in lieu of the provision, and (2) exclude certain forward contracts
that do not convey substantially all of the economic return with respect to a
financial asset.

For federal purposes the provision applies to transactions entered into on or
after July 12, 1999. For this purpose, it is expected that a contract, option or
any other arrangenment that is entered into or exercised on or after July 12,
1999, which extends or otherwise nodifies the terns of a transaction entered into
prior to such date will be treated as a transaction entered into on or after July
12, 1999, unless a party to the transaction other than the taxpayer has, as of
July 12, 1999, the exclusive right to extend the ternms of the transaction, and
the |l ength of such extension does not exceed the first business day follow ng a
period of five years fromthe original term nation date under the transaction.

No inference is intended as to the proper treatnent of a constructive ownership
transaction entered into prior to the effective date of this provision.

Current state law is generally in conformity with federal law as it relates to
the conputation of capital gain verses ordinary income. California, however
does not have different tax rates for capital gain and ordinary incone.

This bill conforns to the new federal rules regarding constructive ownership
transactions entered into on or after January 1, 2000.

19. Treatnent of Excess Pension Assets Used for Retiree Health Benefits

Under federal and state | aw defined benefit pension plan assets generally nmay not
revert to an enployer prior to the termnation of the plan and the satisfaction

of all plan liabilities. A reversion prior to plan term nation nmay constitute a
prohi bited transaction and may result in disqualification of the plan. Certain

limtations and procedural requirements apply to a reversion upon plan

term nation. Under federal and state | aw any assets that revert to the enpl oyer
upon plan term nation are includible in the gross incone of the enployer.

Under federal |aw such assets are subject to an excise tax. Under federal and
state | aw upon plan term nation, the accrued benefits of all plan participants
are required to be 100% vest ed.

Under federal and state |aw a pension plan may provide nmedical benefits to
retired enpl oyees through an IRC Sec. 401(h) account that is a part of such plan
A qualified transfer of excess assets of a defined benefit pension plan (other
than a nulti-enployer plan) into an | RC Sec. 401(h) account that is a part of
such plan does not result in plan disqualification and is not treated as a
reversion to the enployer or a prohibited transaction. Therefore, the
transferred assets are not includible in the gross incone of the enployer and are
not subject to the excise tax on reversions.

Qualified transfers are subject to anmount and frequency limtations, use
requi rements, deduction limtations, vesting requirenents, and m ni mrum benefit
requirements.
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Excess assets transferred in a qualified transfer may not exceed the anpunt
reasonably estinated to be the anpunt that the enployer will pay out of such
account during the taxable year of the transfer for qualified current retiree
health liabilities. No nore than one qualified transfer with respect to any pl an
may occur in any taxable year.

The transferred assets (and any incone thereon) nust be used to pay qualified
current retiree health liabilities (either directly or through reinbursenent) for
the taxable year of the transfer. Transferred anmounts generally nust benefit al
pensi on plan participants, other than key enpl oyees, who are entitled upon
retirement to receive retiree nedical benefits through the IRC Sec. 401(h)
account. Retiree health benefits of key enpl oyees may not be paid (directly or
indirectly) out of transferred assets. Amunts not used to pay qualified current
retiree health liabilities for the taxable year of the transfer are to be
returned at the end of the taxable year to the general assets of the plan. These
anounts are not includible in the gross income of the enployer, but are treated
as an enpl oyer reversion and are subject to a 20% federal excise tax.

No deduction is allowed for (1) a qualified transfer of excess pension assets
into an IRC Sec. 401(h) account, (2) the paynment of qualified current retiree
health liabilities out of transferred assets (and any income thereon) or (3) a
return of ampunts not used to pay qualified current retiree health l[iabilities to
the general assets of the pension plan.

In order for the transfer to be qualified, accrued retirenment benefits under the
pensi on plan generally nust be 100% vested as if the plan term nated i medi atel y
before the transfer.

The mi ni mum benefit requirenment requires each group health plan under which
applicable health benefits are provided to provide substantially the same | evel
of applicable health benefits for the taxable year of the transfer and the
follow ng four taxable years. The level of benefits that nust be maintained is
based on benefits provided in the year imrediately preceding the taxable year of
the transfer. Applicable health benefits are health benefits or coverage that
are provided to (1) retirees who, inmmediately before the transfer, are entitled
to receive such benefits upon retirenent and who are entitled to pension benefits
under the plan and (2) the spouses and dependents of such retirees.

The provision permtting a qualified transfer of excess pension assets to pay
qualified current retiree health liabilities expires for taxable years begi nning
after Decenber 31, 2000.

The Ticket to Work and Work Incentives |Inprovenent Act of 1999 extends the
present-law provision permtting qualified transfers of excess defined benefit
pension plan assets to provide retiree health benefits under an I RC Sec. 401(h)
account through Decenmber 31, 2005.

In addition, the present |aw m nimum benefit requirenment is replaced by the
m ni nrum cost requirenent that applied to qualified transfers before Decenber 9,
1994, to IRC Sec. 401(h) accounts.
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Therefore, each group health plan or arrangenent under which applicable health
benefits are provided is required to provide a m ninmumdollar level of retiree
heal th expenditures for the taxable year of the transfer and the foll ow ng four
taxabl e years. The mninmumdollar level is the higher of the applicable enployer
costs for each of the two taxable years imredi ately preceding the taxable year of
the transfer. The applicable enployer cost for a taxable year is determ ned by
dividing the enployer's qualified current retiree health liabilities by the
nunber of individuals to whom coverage for applicable health benefits was

provi ded during the taxable year.

The Secretary of the Treasury is directed to prescribe such regul ations as may be
necessary to prevent an enployer who significantly reduces retiree health
coverage during the cost maintenance period frombeing treated as satisfying the
m ni nrum cost requirenent. In addition, the provision contains a transition rule
regardi ng the mni mum cost requirenent

Current state law confornms with federal |aw on qualified transfers of excess
defined benefit pension plans as it read on January 1, 1998. However, California
does not imnpose the excise tax on assets that revert to the enpl oyer upon

term nation of the plan.

This bill would conformto the provision permtting qualified transfers of excess defined
benefit pension plan assets to provide retiree health benefits under an I RC Sec. 401(h)
account through Decenber 31, 2005. 1In addition, this bill would conformto the provision

repl acing the present |aw mni mum benefit requirenent with the new federal m ni mum cost
requi renent.

20. Deni al of Charitable Contribution Deduction for Transfers Associated with
Split-Dollar | nsurance Arrangenents

Under current federal and state law, in conputing taxable income, a taxpayer who
item zes deductions generally is allowed to deduct charitable contributions paid
during the taxable year. The anmpunt of the deduction allowable for a taxable
year with respect to any charitable contribution depends on the type of property
contributed, the type of organization to which the property is contributed, and
the income of the taxpayer. A charitable contribution is defined to nmean a
contribution or gift to or for the use of a charitable organization or certain
other entities. The term“contribution or gift” is not defined by statute, but
generally is interpreted to nean a voluntary transfer of nobney or other property
wi t hout recei pt of adequate consideration and with donative intent.

If a taxpayer receives or expects to receive a “quid pro quo” in exchange for a
transfer to charity, the taxpayer may be able to deduct the excess of the anobunt
transferred over the fair market value of any benefit received in return,
provi ded the excess paynent is made with the intention of making a gift.

In general, no charitable contribution deduction is allowed for a transfer to
charity of less than the taxpayer's entire interest (i.e., a partial interest) in
any property. In addition, no deduction is allowed for any contribution of $250
or nmore unless the taxpayer obtains a contenporaneous witten acknow edgnment from
t he donee organi zation that includes a description and good faith estinmate of the
val ue of any goods or services provided by the donee organization to the taxpayer
in consideration, in whole or in part, for the taxpayer's contribution (i.e., the
“quid pro quo”).
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Deducti on Deni al

The Ticket to Work and Work Incentives |Inprovenent Act OF 1999 restates present
law to provide that no charitable contribution deduction is allowed for purposes
of federal tax, for a transfer to or for the use of an organi zation described in
I RC Sec. 170(c), if in connection with the transfer (1) the organization directly
or indirectly pays, or has previously paid, any prem um on any “personal benefit
contract” with respect to the transferor, or (2) there is an understandi ng or
expectation that any person will directly or indirectly pay any prem um on any
“personal benefit contract” with respect to the transferor. It is intended that
an organi zation be considered as indirectly paying premuns if, for exanple,

anot her person pays premuns on its behal f.

A personal benefit contract with respect to the transferor is any life insurance,
annuity, or endowrent contract, if any direct or indirect beneficiary under the
contract is the transferor, any nmenber of the transferor's famly, or any other
person (other than an IRC Sec. 170(c) organi zation) designated by the transferor.

For exanpl e, such a beneficiary would include a trust having a direct or indirect
beneficiary who is the transferor or any nmenber of the transferor's famly, and
woul d include an entity that is controlled by the transferor or any menber of the
transferor's famly. It is intended that a beneficiary under the contract

i ncl ude any beneficiary under any side agreenent relating to the contract. |If a
transferor contributes a life insurance contract to an I.R C. Section 170(c)
organi zati on and designates one or nore |RC Sec. 170(c) organi zations as the sole
beneficiaries under the contract, generally, it is not intended that the
deduction denial rule under the provision apply. [If, however, there is an

out st andi ng | oan under the contract upon the transfer of the contract, then the
transferor is considered as a beneficiary. The fact that a contract al so has
other direct or indirect beneficiaries (persons who are not the transferor or a
fam |y nmenber, or designated by the transferor) does not prevent it frombeing a
personal benefit contract. The provision is not intended to affect situations in
whi ch an organi zati on pays prem unms under a legitimate fringe benefit plan for
enpl oyees.

It is intended that a person be considered as an indirect beneficiary under a
contract if, for exanple, the person receives or will receive any economc
benefit as a result of ampunts paid under or with respect to the contract. For
this purpose, as described below, an indirect beneficiary is not intended to

i ncl ude a person that benefits exclusively under a bona fide charitable gift
annuity (wthin the meaning of IRC Sec. 501(m)).

In the case of a charitable gift annuity, if the charitabl e organization
purchases an annuity contract issued by an insurance conpany to fund its
obligation to pay the charitable gift annuity, a person receiving paynents under
the charitable gift annuity is not treated as an indirect beneficiary, provided
certain requirements are net. The requirenments are that (1) the charitable
organi zati on possess all of the incidents of ownership (w thin the neani ng of
Treas. Reg. Section 20.2042 1(c)) under the annuity contract purchased by the
charitabl e organi zation; (2) the charitable organization be entitled to all the
paynents under the contract; and (3) the timng and amount of paynments under the
contract be substantially the same as the tim ng and anount of paynments to each
person under the organization's obligation under the charitable gift annuity (as
in effect at the time of the transfer to the charitabl e organization).
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Under the provision, an individual's famly consists of the individual's
grandparents, the grandparents of the individual's spouse, the |ineal descendants
of such grandparents, and any spouse of such a |lineal descendant.

In the case of a charitable gift annuity obligation that is issued under the | aws
of a state that requires, in order for the charitable gift annuity to be exenpt
frominsurance regulation by that state, that each beneficiary under the
charitable gift annuity be named as a beneficiary under an annuity contract

i ssued by an insurance conpany authorized to transact business in that state,
then the foregoing requirenents (1) and (2) are treated as if they are net,
provided that certain additional requirenents are net. The additiona
requirements are that the state |aw requirenent was in effect on

February 8, 1999, each beneficiary under the charitable gift annuity is a bona
fide resident of the state at the tine the charitable gift annuity was issued,
the only persons entitled to paynents under the annuity contract issued by the

i nsurance conpany are persons entitled to paynents under the charitable gift
annuity when it was issued, and the tim ng and anmpbunt of paynents under the
annuity contract to each person are substantially the same as the timng and
anount of paynents to the person under the charitable gift annuity (as in effect
at the tinme of the transfer to the charitable organization).

In the case of a charitable remainder annuity trust or charitabl e renmainder
unitrust that holds a life insurance, endowrent or annuity contract issued by an
i nsurance conpany, a person is not treated as an indirect beneficiary under the
contract held by the trust, solely by reason of being a recipient of an annuity
or unitrust anount paid by the trust, provided that the trust possesses all of
the incidents of ownership under the contract and is entitled to all the paynents
under such contract. No inference is intended as to the applicability of other
provi sions of the Internal Revenue Code with respect to the acquisition by the
trust of a life insurance, endowrent or annuity contract, or the appropriateness
of such an investnment by a charitable remainder trust.

Not hing in the provision is intended to suggest that a life insurance, endownrent,
or annuity contract would be a personal benefit contract, solely because an

i ndi vidual who is a recipient of an annuity or unitrust anmount paid by a
charitabl e remai nder annuity trust or charitable remainder unitrust uses such a
paynent to purchase a life insurance, endowrent or annuity contract, and a
beneficiary under the contract is the recipient, a menber of his or her famly,
or anot her person he or she designates.

The federal deduction denial provision applies to transfers after
February 8, 1999.

Current state |aw confornms with federal law as it relates to charitable
contribution deduction of split-dollar insurance prior to the passage the Ticket
to Wrk and Work I ncentives |nprovenent Act of 1999.

This bill conforns to the deduction denial provision with respect to transfers on
or after January 1, 2000
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21. Distributions by a Partnership to a Corporate Partner of Stock in Another
Cor porati on

Current federal and state |aw generally provides that no gain or loss is
recogni zed on the receipt by a corporation of property distributed in conplete

i qui dati on of another corporation in which it holds 80% of the stock (by vote
and value) (IRC Sec. 332). The basis of property received by a corporate
distributee in the distribution in conplete |iquidation of the 80% owned
subsidiary is a carryover basis, i.e., the sane as the basis in the hands of the
subsidiary (provided no gain or loss is recognized by the |iquidating corporation
Wi th respect to the distributed property) (IRC Sec. 334(b)).

Current federal and state |law provides two different rules for determning a
partner's basis in distributed property, dependi ng on whether or not the
distribution is in liquidation of the partner's interest in the partnership.

Ceneral ly, a substituted basis rule applies to property distributed to a partner
in liquidation. Thus, the basis of property distributed in |liquidation of a
partner's interest is equal to the partner's adjusted basis in its partnership
interest (reduced by any noney distributed in the sane transaction) (IRC Sec.
732(b)).

By contrast, generally, a carryover basis rule applies to property distributed to
a partner other than in liquidation of its partnership interest, subject to a cap
(IRC Sec. 732(a)). Thus, in a non-liquidating distribution, the distributee
partner's basis in the property is equal to the partnership's adjusted basis in
the property inmmedi ately before the distribution, but not to exceed the partner's
adjusted basis in its partnership interest (reduced by any noney distributed in
the same transaction). In a non-liquidating distribution, the partner's basis in
its partnership interest is reduced by the amount of the basis to the distributee
partner of the property distributed and is reduced by the anpbunt of any noney

di stributed (I RC Sec. 733).

If corporate stock is distributed by a partnership to a corporate partner with a
low basis in its partnership interest, the basis of the stock is reduced in the
hands of the partner so that the stock basis equals the distributee partner's
adjusted basis in its partnership interest. No conparable reduction is mde in
the basis of the corporation's assets, however. The effect of reducing the stock
basi s can be negated by a subsequent |iquidation of the corporation under |IRC
Sec. 332.

I n General

The Ticket to Wrk and Work Incentives | nprovenent Act of 1999 provides for a
basis reduction to assets of a corporation, if stock in that corporation is
distributed by a partnership to a corporate partner. The reduction applies if,
after the distribution, the corporate partner controls the distributed

cor poration.

1. Ampbunt of the Basis Reduction

Under the provision, the anbunt of the reduction in basis of property of the
di stributed corporation generally equals the amunt of the excess of (1) the
partnership's adjusted basis in the stock of the distributed corporation

i mredi ately before the distribution, over (2) the corporate partner's basis
in that stock inmediately after the distribution.
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The provision |imts the anbunt of the basis reduction in two respects.
First, the anpunt of the basis reduction may not exceed the anobunt by which
(1) the sumof the aggregate adjusted bases of the property and the anount
of money of the distributed corporation exceeds (2) the corporate partner's
adj usted basis in the stock of the distributed corporation.

For exanple, if the distributed corporation has cash of $300 and ot her
property with a basis of $600 and the corporate partner's basis in the
stock of the distributed corporation is $400, then the amount of the

basi s reduction could not exceed $500 (i.e., ($300+$600)-$400 = $500).

Second, the amount of the basis reduction may not exceed the adjusted basis
of the property of the distributed corporation. Thus, the basis of property
(other than noney) of the distributed corporation could not be reduced bel ow
zero under the provision, even though the total amount of the basis
reducti on woul d ot herw se be greater.

The provision provides that the corporate partner recognizes |long-term
capital gain to the extent the ambunt of the basis reduction exceeds the
basis of the property (other than noney) of the distributed corporation. In
addition, the corporate partner's adjusted basis in the stock of the
distribution is increased in the same anount.

For exanple, if the amount of the basis reduction were $400, and the

di stributed corporation has nmoney of $200 and other property with an

adj usted basis of $300, then the corporate partner would recognize a

$100 capital gain under the provision. The corporate partner's basis
in the stock of the distributed corporation is also increased by $100
in this exanple, under the provision.

The basis reduction is allocated anobng assets of the controlled corporation
in accordance with the rules provided under IRC Sec. 732(c).

2. Partnership Distributions Resulting in Contro

The basis reduction generally applies with respect to a partnership
distribution of stock if the corporate partner controls the distributed
corporation inmmediately after the distribution or at any tinme thereafter.
For this purpose, the termcontrol neans ownership of stock neeting the
requi rements of I RC Sec. 1504(a)(2) (generally, an 80% vote and val ue
requirement).

The provision applies to reduce the basis of any property held by the

di stributed corporation imediately after the distribution, or, if the
corporate partner does not control the distributed corporation at that tine,
then at the tine the corporate partner first has such control. The

provi sion does not apply to any distribution if the corporate partner does
not have control of the distributed corporation inmediately after the

di stribution and establishes that the distribution was not part of a plan or
arrangenent to acquire control
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For purposes of the provision, if a corporation acquires (other than in a
distribution froma partnership) stock the basis of which is determ ned (by
reason of being distributed froma partnership) in whole or in part by
reference to IRC Sec. 732(a)(2) or (b), then the corporation is treated as
receiving a distribution of stock froma partnership.

For exanple, if a partnership distributes property other than stock
(such as real estate) to a corporate partner, and that corporate
partner contributes the real estate to another corporation in an |IRC
Sec. 351 transaction, then the stock received in the | RC Sec. 351
transaction is not treated as distributed by a partnership, and the
basi s reduction under this provision does not apply.

As anot her exanple, if a partnership distributes stock to two
corporate partners, neither of which have control of the distributed
corporation, and the two corporate partners nmerge and the survivor
obtains control of the distributed corporation, the stock of the
distributed corporation that is acquired as a result of the nerger is
treated as received in a partnership distribution; the basis reduction
rule of the provision applies.

In the case of tiered corporations, a special rule provides that if the
property held by a distributed corporation is stock in a corporation that
the distributed corporation controls, then the provision is applied to
reduce the basis of the property of that controlled corporation. The
provision is also reapplied to any property of any controlled corporation
that is stock in a corporation that it controls. Thus, for exanple, if
stock of a controlled corporation is distributed to a corporate partner, and
the controlled corporation has a subsidiary, the anount of the basis
reduction allocable to stock of the subsidiary is applied again to reduce
the basis of the assets of the subsidiary, under the special rule.

The provision also provides for regul ations, including regulations to avoid
doubl e counting and to prevent the abuse of the purposes of the provision.
It is intended that regul ati ons prevent the avoi dance of the purposes of the
provi sion through the use of tiered partnerships.

The provision is effective generally for distributions nade after July 14, 1999.
However, in the case of a corporation that is a partner in a partnership as of
July 14, 1999, the provision is effective for any distribution mde (or treated
as made) to that partner fromthat partnership after June 30, 2001.

In the case of any such distribution after the date of enactnent and before July
1, 2001, the rule of the preceding sentence does not apply unless that partner
makes an election to have the rule apply to the distribution on the partner's
return of federal incone tax for the taxable year in which the distribution
occurs.

No inference is intended that distributions that are not subject to the provision
achieve a particular tax result under present |law, and no inference is intended
that enactnment of the provision limts the application of tax rules or principles
under present or prior |aw
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Current state law confornms with federal law as it relates to partnership
di stributions of corporate stock prior to the passage of the Ticket to Wrk and
Work I ncentives | nprovenment Act of 1999.

This bill would conformto the new federal rules for transactions after
January 1, 2000, and nmke the federal treatnent elected by the taxpayer binding
for state purposes.

22. Incone and Services Provided by Taxable REIT Subsidiaries

A real estate investnent trust (REIT) is an entity that receives nost of its
i ncome from passive real -estate related investnents and that essentially receives
pass-through treatnent for inconme that is distributed to sharehol ders.

If an electing entity neets the requirenents for REIT status, the portion of its
income that is distributed to the investors each year generally is taxed to the

i nvestors without being subjected to a tax at the REIT level. 1In general, a REIT
must derive its income from passive sources and not engage in any active trade or
busi ness.

A REIT nust satisfy a nunber of tests on a year by year basis that relate to the
entity's (1) organizational structure; (2) source of incone; (3) nature of
assets; and (4) distribution of inconme. Under the source-of-incone tests, at

| east 95% of its gross incone generally nust be derived fromrents fromrea
property, dividends, interest, and certain other passive sources (the “95%
test”). In addition, at |least 75%of its gross income generally nust be from
real estate sources, including rents fromreal property and interest on nortgages
secured by real property. For purposes of the 95% and 75% tests, qualified

i nconme i ncludes ambunts received fromcertain “foreclosure property,” treated as
such for three years after the property is acquired by the REIT in forecl osure
after a default (or immnent default) on a | ease of such property or on

i ndebt edness whi ch such property secured.

In general, for purposes of the 95% and 75% tests, rents fromreal property do
not include anounts for services to tenants or for managi ng or operating rea
property. However, there are sone exceptions. Qualified rents include anounts
received for services that are “customarily furni shed or rendered” in connection
with the rental of real property, so long as the services are furnished through
an i ndependent contractor fromwhomthe REIT does not derive any income. Anmounts
received for services that are not “customarily furnished or rendered” are not
qualified rents.

An i ndependent contractor is defined as a person who does not own, directly or
indirectly, nmore than 35% of the shares of the REIT. Also, no nore than 35% of
the total shares of stock of an independent contractor (or of the interests in
assets or net profits, if not a corporation) can be owned directly or indirectly
by persons owning 35%or nore of the interests in the REIT. 1In addition, a REIT
cannot derive any income from an i ndependent contractor.

Rents for certain personal property |eased in connection with real property are
treated as rents fromreal property if the adjusted basis of the persona
property does not exceed 15% of the aggregate adjusted bases of the real and the
per sonal property.
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Rents fromreal property do not include anpbunts received fromany corporation if
the REIT owns 10% or nore of the voting power or of the total nunber of shares of
all classes of stock of such corporation. Simlarly, in the case of other
entities, rents are not qualified if the REIT owns 10% or nore of the assets or
net profits of such person.

At the close of each quarter of the taxable year, at |east 75% of the val ue of
total REIT assets must be represented by real estate assets, cash and cash itens,
and Government securities. Also, a REIT cannot own securities (other than
Governnent securities and certain real estate assets) in an ampunt greater than
25% of the value of REIT assets. In addition, it cannot own securities of any
one issuer representing nore than 5% of the total value of REIT assets or nore
than 10% of the voting securities of any corporate issuer. Securities for

pur poses of these rules are defined by reference to the Investnent Conpany Act of
1940 (15 U.S.C. 80a-1 and follow ng).

Under an exception to the ownership rule, a REIT is permtted to have a wholly
owned subsidiary corporation, but the assets and itens of incone and deduction of
such corporation are treated as those of the REIT, and thus can affect the
qualification of the REIT under the incone and asset tests.

A REIT generally is required to distribute 95% of its incone before the end of
its taxable year, as deductible dividends paid to shareholders. This rule is
simlar to a rule for regulated investnent conpanies (R Cs) that requires
distribution of 90% of income. Both REITs and RICs can nmake certain “deficiency
di vi dends” after the close of the taxable year, and have these treated as nade
before the end of the year. The regulations applicable to REITs state that a
distribution will be treated as a “deficiency dividend” (and, thus, as made
before the end of the prior taxable year) only to the extent the earnings and
profits for that year exceed the anmount of distributions actually made during the
t axabl e year

A REIT that has been or has conmbined with a C corporation will be disqualified
if, as of the end of its taxable year, it has accunul ated earnings and profits
froma non-REIT year. A simlar rule applies to regul ated i nvest nent conpani es
(RICs). In the case of a REIT, any distribution made in order to conply with this
requirement is treated as being first frompre-REI T accunul ated earni ngs and
profits. RICs do not have a simlar ordering rule.

In the case of a RIC, any distribution nade within a specified period after
determ nation that the investnent conpany did not qualify as a RIC for the

taxable year will be treated as applying to the RIC for the non-RIC year, “for
pur poses of applying [the earnings and profits rule that forbids a RIC to have
non-RI C earnings and profits] to subsequent taxable years.” The REIT rules do

not specify any particul ar separate treatnment of distributions nade after the end
of the taxable year for purposes of the earnings and profits rule. Treasury
regul ati ons under the REIT provisions state that “distribution procedures simlar
to those for regulated i nvestment conpanies apply to non-REIT earnings and
profits of a real estate investnent trust.”
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The Ticket to Wrk and Work Incentives | nprovenent Act of 1999 nmade the foll ow ng
changes:

A. Investnent limtations and taxable REIT subsidiaries
Under the provision, a REIT generally cannot own nore than 10% of the total val ue
of securities of a single issuer, in addition to the present lawrule that a REIT

cannot own nore than 10% of the outstanding voting securities of a single issuer

In addition, no nore than 20% of the value of a REIT's assets can be represented
by securities of the taxable REIT subsidiaries that are permtted under the Act.

Exception for safe-harbor debt

For purposes of the new 10% val ue test, securities are generally defined to
exclude safe harbor debt owned by a REIT (as defined for purposes of IRC
Sec. 1361(c)(5)(B)(i) and (ii)) if the issuer is an individual, or if the
REIT (and any taxable REIT subsidiary of such REIT) owns no other securities
of the issuer. However, in the case of a REIT that owns securities of a
partnership, safe harbor debt is excluded fromthe definition of securities
only if the REIT owns at |east 20% or nore of the profits interest in the
partnership. The purpose of the partnership rule requiring a 20% profits
interest is to assure that if the partnership produces incone that would be
disqualified income to the REIT, the REIT will be treated as receiving a
significant portion of that income directly through its partnership
interest, even though it also may derive qualified interest incone through
its safe harbor debt interest.

Exception for taxable REIT subsidiaries

An exception to the limtations on ownership of securities of a single

i ssuer applies in the case of a “taxable REIT subsidiary” that neets certain
requirements. To qualify as a taxable REIT subsidiary, both the REIT and
the subsidiary corporation nust join in an election. |In addition, any
corporation (other than a REIT or a qualified REIT subsidiary under IRC Sec.
856(i) that does not properly elect with the REIT to be a taxable REIT
subsidiary) of which a taxable REIT subsidiary owns, directly or indirectly,
nmore than 35% of the vote or value is automatically treated as a taxable
REI' T subsidiary.

Securities (as defined in the Investnent Conpany Act of 1940) of taxable
REI T subsidiaries could not exceed 20% of the total value of a REIT s
assets.

A taxable REIT subsidiary can engage in certain business activities that
under present |law could disqualify the REIT because, but for the Act, the
taxable REIT subsidiary's activities and relationship with the REIT could
prevent certain incone fromaqualifying as rents fromreal property.
Specifically, the subsidiary can provide services to tenants of REIT
property (even if such services were not considered services custonmarily
furnished in connection with the rental of real property), and can manage or
operate properties, generally for third parties, w thout causing anounts
received or accrued directly or indirectly by the REIT for such activities
to fail to be treated as rents fromreal property.
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However, rents paid to a REIT generally are not qualified rents if the REIT
owns nore than 10% of the value (as well as of the vote) of a corporation
payi ng the rents. The only exceptions are for rents that are paid by taxable
REIT subsidiaries and that also neet a limted rental exception (where 90%
of space is leased to third parties at conparable rents) and an exception
for rents fromcertain lodging facilities (operated by an independent
contractor).

However, the subsidiary cannot directly or indirectly operate or nmanage a

| odgi ng or healthcare facility. Nevertheless, it can |ease a qualified

| odging facility (e.g., a hotel) fromthe REIT (provided no ganbling
revenues were derived by the hotel or on its prem ses), and the rents paid
are treated as rents fromreal property so long as the lodging facility was
operated by an i ndependent contractor for a fee. The subsidiary can bear
all expenses of operating the facility and receive all the net revenues,

m nus the independent contractor's fee.

For purposes of the rule that an i ndependent contractor nay operate a
qualified lodging facility, an independent contractor will qualify so |ong
as, at the tine it enters into the nmanagenent agreement with the taxable
REIT subsidiary, it is actively engaged in the trade or business of
operating qualified |l odging facilities for any person who is not related to
the REIT or the taxable REIT subsidiary. The REIT may receive incone from
such an i ndependent contractor with respect to certain pre-existing | eases.

Al so, the subsidiary generally cannot provide to any person rights to any
brand nane under which hotels or health care facilities are operated. An
exception applies to rights provided to an i ndependent contractor to operate
or manage a lodging facility, if the rights are held by the subsidiary as
licensee or franchisee, and the lodging facility is owned by the subsidiary
or leased to it by the REIT.

Interest paid by a taxable REIT subsidiary to the related REIT is subject to
the earnings stripping rules of IRC Sec. 163(j). Thus the taxable REIT
subsi di ary cannot deduct interest in any year that would exceed 50% of the
subsi diary's adjusted gross incorme.

If any amount of interest, rent, or other deductions of the taxable REIT
subsidiary for anpbunts paid to the REIT is determ ned to be other than at
arms length (“redetermned” itens), an excise tax of 100%is inposed on the
portion that was excessive. “Safe harbors” are provided for certain rental
paynents where (1) the amobunts are de mnims, (2) there is specified

evi dence that charges to unrelated parties are substantially conparable, (3)
certain charges for services fromthe taxable REIT subsidiary are separately
stated, or (4) the subsidiary's gross income fromthe service is not |ess
than 150% of the subsidiary's direct cost in furnishing the service.

In determ ning whether rents are arms length rents, the fact that such
rents do not neet the requirements of the specified safe harbors shall not
be taken i nto account. In addition, rent received by a REIT shall not fai
to qualify as rents fromreal property by reason of the fact that all or any
portion of such rent is redeterm ned for purposes of the excise tax.
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The Treasury Departnent is to conduct a study to determ ne how many taxable
REI'T subsidiaries are in existence and the aggregate anount of taxes paid by
such subsidiaries and shall submit a report to the Congress describing the
results of such study.

B. Health Care REITs

The provision permits a REIT to own and operate a health care facility for at

| east two years, and treat it as permtted “foreclosure” property, if the
facility is acquired by the term nation or expiration of a | ease of the property.
Ext ensi ons of the two-year period can be granted.

C. Conformty with regul ated investnent conpany rul es

Under the provision, the REIT distribution requirements are nodified to conform
to the rules for regulated investnent conpanies. Specifically, a REIT is
required to distribute only 90% rather than 95% of its incone.

D. Definition of independent contractor

If any class of stock of the REIT or the person being tested as an i ndependent
contractor is regularly traded on an established securities market, only persons
who directly or indirectly own 5% or nore of such class of stock shall be counted
in determ ning whether the 35% ownership limtations have been exceeded.

E. Modification of earnings and profits rules for RICs and RElITs

The rule allowing a RIC to make a distribution after a determnation that it had
failed RIC status, and thus neet the requirenent of no non-RI C earnings and
profits in subsequent years, is nodified to clarify that, when the sole reason
for the determnation is that the RIC had non-RI C earnings and profits in the
initial year (i.e. because it was determ ned not to have distributed all C
corporation earnings and profits), the procedure would apply to permt R C
qualification in the initial year to which such determ nation applied, in

addi tion to subsequent years.

The Act clarifies the RIC and REIT earnings and profits ordering rules in the
case of a distribution to neet the requirenents that there be no non-RI C or
non- REI T earnings and profits in any year.

Both the RIC and REIT earnings and profits rules are nodified to provide a nore
specific ordering rule, simlar to the present-law REIT rule. The new ordering
rule treats a distribution to neet the requirenment of no non-RIC or non-REIT
earnings and profits as comng, on a first-in, first-out basis, from earnings and
profits which, if not distributed, would result in a failure to neet such

requi rement. Thus, such earnings and profits are deemed distributed first from
earnings and profits that would cause such a failure, starting with the earliest
RIC or REIT year for which such failure would occur

F. Rental income fromcertain personal property
The provision nodifies the present law rule that permts certain rents from

personal property to be treated as real estate rental income if such persona
property does not exceed 15% of the aggregate of real and personal property.
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The provision replaces the present |aw conparison of the adjusted bases of
properties with a conparison based on fair market val ues.

G Federal effective date and transition rul es

The provision is effective for federal purposes for taxable years beginning after
December 31, 2000. The provision with respect to nodification of earnings and
profits rules is effective for distributions after Decenber 31, 2000.

In the case of the provisions relating to permtted ownership of securities of an
i ssuer, special transition rules apply. The newrules forbidding a REIT to own
nmore than 10% of the value of securities of a single issuer do not apply to a
REIT with respect to securities held directly or indirectly by such REIT on

July 12, 1999, or acquired pursuant to the terns of witten binding contract in
effect on that date and at all tines thereafter until the acquisition.

Al so, securities received in a tax-free exchange or reorgani zation, with respect
to or in exchange for such grandfathered securities would be grandfathered. The
grandf at heri ng of such securities ceases to apply if the REIT acquires additional
securities of that issuer after that date, other than pursuant to a binding
contract in effect on that date and at all tines thereafter, or in a

reorgani zation with another corporation the securities of which are

gr andf at her ed.

This transition al so ceases to apply to securities of a corporation as of the
first day after July 12, 1999 on which such corporation engages in a substanti al
new | i ne of business, or acquires any substantial asset, other than pursuant to a
bi nding contract in effect on such date and at all times thereafter, or in a
reorgani zation or transaction in which gain or loss is not recogni zed by reason
of IRC Sec. 1031 or 1033. |If a corporation nmakes an election to becone a taxable
REIT subsidiary, effective before January 1, 2004 and at a tinme when the REIT s
ownership is grandfathered under these rules, the election is treated as a
reorgani zati on under I RC Sec. 368(a)(1)(A).

The new 10% of value limtation for purposes of defining qualified rents is
effective for taxable years beginning after Decenber 31, 2000. There is an
exception for rents paid under a | ease or pursuant to a binding contract in
effect on July 12, 1999 and at all times thereafter.

Current state |law conforns to the federal treatnent of RICs and REITs with
certain nodifications.

The California nodifications are:

REIT taxabl e i nconme does:

= pnot include a deduction for dividends received,

= not include a deduction for the tax inmposed for not neeting the 95% or
75% i ncone test,

= include inconme fromforecl osure property, and

= include income from prohibited transactions.

Federal excise taxes on “incone fromforeclosed property,” “incone of a

prohi bited transaction,” “alternative tax on capital gains” and failure to

meet the 95% or 75% i nconme test do not apply.
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A REIT is subject to the corporate m nimum franchise tax (currently $800).

A REIT cannot be part of a stapled group.

Additionally, to avoid other state and federal |aw differences as to whether a

REIT will qualify as such for state purposes, California has a rule whereby if
the REIT satisfies the distribution requirenents of federal |aw so as to be
treated as a REIT, it will be deened to satisfy such requirenents for state

purposes (even if federal-state REIT inconme differences make it otherw se
i npossible for the REIT to satisfy the distribution requirenents for state
pur poses).

This bill would conformto the new federal qualification provisions except that no excise
tax woul d be inposed. The effective date will be the sanme for California as it is for
federal purposes (i.e. For taxable years begi nning after Decenmber 31, 2000). The
provision with respect to nodification of earnings and profits rules would be
effective for distributions after Decenber 31, 2000, the same date as under
federal law. California also wuld conformto the federal transition rules.

23. Modify Estimated Tax Rules for Cosely Held REITs

If a person has a direct interest or a partnership interest in income-producing
assets (such as securities generally, or nortgages) that produce incone

t hroughout the year, that person's estimted tax paynments nust reflect the
gquarterly anpunts expected fromthe asset.

However, a dividend distribution of earnings froma REIT is considered for
estimated tax purposes when the dividend is paid. Sonme corporations have
established closely held REITs that hold property (e.g., nortgages) that if held
directly by the controlling entity would produce incone throughout the year. The
REIT may meke a single distribution for the year, tinmed such that it need not be
taken into account under the estinmated tax rules as early as would be the case if
the assets were directly held by the controlling entity. The controlling entity
thus defers the paynent of estimted taxes.

The Ticket to Work and Work Incentives |Inprovenent Act of 1999 provides that in
the case of a REIT that is closely held, any person subject to the corporate
estimted tax rules owning at | east 10% of the vote or value of the REIT is
required to accelerate the recognition of year-end dividends attributable to the
closely held REIT, for purposes of such person's estimted tax paynents due on or
after Decenber 15, 1999.

A closely held REIT is defined as one in which at | east 50% of the vote or val ue
is owmed by five or fewer persons. Attribution rules apply to determ ne
owner shi p.

No inference is intended regarding the treatnent of any transaction prior to the
effective date.

Current state |law does not contain any simlar corporate estimated tax provisions
that would require owners of a closely held REIT to accelerate the recognition of
REIT di vidends for estimated tax purposes.
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This bill would conformto the new federal rule which accelerates the recognition
of year-end dividends attributable to the closely held REIT for estimated tax
pur poses under the B&CTL. These estimated tax changes are nade effective for
estimted tax paynents due on or after January 1, 2001.

24, Statute of Limtations for Financially Disabled Taxpayers

Current federal law requires a taxpayer to file a claimfor refund within three
years of the filing of the return or within two years of the paynment of the tax,
whi chever period expires later (if no returnis filed the two-year limt
applies). A refund claimthat is not filed within these tine periods is rejected
as untinely.

The I RS Reform Act suspends the SOL for certain refund clains for a period where
the taxpayer is “financially disabled.” Individuals are “financially disabled”
if they are unable to manage their financial affairs because of a nedically
determ nabl e physical or nental inpairnment that is expected to result in death or
to last for a continuous period of at |east one year. An individual would not be
financially disabled for any period that the individual’'s spouse or any other
person is legally authorized to act on that individual’s behalf in financial
matters.

Current state law requires a taxpayer to file a claimfor refund within four
years fromthe due date (w thout regard to extensions) or one year fromthe date

of paynment of tax, whichever is later. In the case of a California waiver of the
SOL, the period for filing a claimfor refund is the period of the waiver or one
year fromthe date of overpaynent, whichever is later. |In the case of a federa

wai ver, the period for filing a claimfor refund is six nonths fromthe
expiration of the federal waiver

Current state law requires the taxpayer to notify FTB if the anpunt of gross

i ncone or deductions reported to the IRS for any year is changed, either by the
taxpayer or federal authorities. The taxpayer has six nonths fromthe final
federal determ nation date to report the change to FTB. Cains for refund nust
be filed within two years fromthe date of the final federal determ nation

Current state law allows taxpayers to file a claimfor refund up to seven years
after the due date of the return in the case of bad debts, worthless securities
or erroneous inclusion of recoveries.

This bill would conformstate lawto the RS Reform Act provisions to suspend the
SOL for certain refund clainms when the taxpayer is “financially disabled.”

This provision would apply to all periods of financial disability before, on or

after the effective date of this bill. However, it would not apply to any claim
barred by the SOL as of the effective date. An individual who has been
determ ned to be financially disabled for any period for federal purposes will be

considered financially disabled for the sane period for state purposes.

If an individual has been determ ned not financially disabled for any period for
federal purposes, that individual will not be financially disabled for state
purposes for that period unless the FTB determ nes otherw se. Federa

regul ations related to the suspension of the SOL are applicable when construing
the state provisions.
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25. Taxation of Non and Part-Year Residents and the Alinony Deduction

LEG SLATI VE H STORY

AB 2380 (Stats. 1984, Ch. 938) added the nonresident alinony deduction
provi si ons.

This provision was contained in SB 2234 (1998). The Governor vetoed SB 2234 on
Sept ember 29, 1998, due to a provision contained in SB 2234 that is unrelated to
t he alinony deducti on.

Federal Constitution

The United States Constitution, under what is known as the Privil eges and
Imunities Cl ause, provides that the citizens of each state shall be entitled to
all the privileges and immunities of the citizens of the several states. The
United States Suprenme Court has interpreted this clause, as it applies to taxes,
as foll ows:

"...One right thereby secured is the right of a citizen of any State
to renmove to and carry on business in another w thout being subjected
in property or person to taxes nore onerous than the citizens of the
latter State are subjected to."?

In Lunding, the Supreme Court struck down a New York statute which denied

nonresi dents an alinmony deduction in conputing New York adjusted gross incone.
The court held that New York’'s categorical denial of the deduction to
nonresidents violated the Privilege and Imunities clause of the Federal
Constitution,? stating that New York had not substantially justified its
discrimnatory treatnment of nonresidents. In striking down the New York statute,
the Court accepted the petitioners’ determ nation that the deduction should be
allowed in the same ratio that their business incone was attributable to New York
sour ces. ?

State Law

The existing California Personal Income Tax Law (PITL) inposes tax on the basis
of residency and source. Residents and part-year residents (while they are
residents) are taxed on all incone earned, regardl ess of source. Nonresidents
and part-year residents (while they are nonresidents) are taxed only on incone
fromsources within California.

! Lunding Et Ux. v. New York Appeals Tribunal et al.(1998) 118 S.Ct. 766 (citations and
i nternal quotation marks onmitted).

2 Al t hough New York’s nonresident alinony statute, New York Tax Law Section 631(b)(6),
is worded differently than California s Revenue and Taxation Code Section 17302, the
effect is identical

3 It is unclear whether in Lunding the petitioner conputed his deduction by applying
the ratio of New York to total business inconme or adjusted gross inconme, or if, in his
situation, the ratio was the same. Froma constitutional standpoint, however, it makes
little difference exactly how the deduction is prorated so |l ong as the nmethod can be
substantially justified and does not result in a categorical denial of the deduction to
nonr esi dent s.
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Exi sting | aw i nposes an income tax on the incone of nonresidents that is derived
fromor attributable to sources within this state. “lIncone from sources within
this state” is defined by regulation as inconme fromtangi ble or intangible
property located or having a situs in this state and incone fromany activity
carried on in this state, regardl ess of whether carried on in intrastate,
interstate, or foreign conmmerce. The |aw provides six personal inconme tax rate
brackets ranging from1%to 9.3%

Exi sting | aw requires nonresi dent taxpayers to include incone fromall sources to
determne the rate at which California tax is inposed on their California source
i ncone. The total taxable inconme is conputed as if the nonresident were a
resident for the entire year. The amount of tax that would be inposed on the
total inconme is prorated based upon the ratio of California-sourced adjusted
gross income to total adjusted gross incone fromall sources to determ ne the tax
i nposed on the California-sourced taxable income. The California tax before
personal exenption is the tax that bears the sane ratio to total tax, as
California source adjusted gross income bears to total adjusted gross incone.
This nmethod effectively results in the nonresident or part-year resident
conmputing their tax at the sanme graduated tax brackets as used for conputing the
tax of a resident.

In determ ning California-source inconme, existing | aw does not all ow a deduction
for alinony paynents nade by a nonresident or a part-year resident (while a
nonresident), even if paid to a California resident. This provision denying a
deduction was first introduced in 1957. The justification appears to have been
that California does not tax nonresident taxpayers on alinony inconme and, thus,
shoul d not all ow nonresidents an alinony deducti on.

California’ s categorical denial of an alinony deduction to nonresidents is unique
in that business and investnent expenses are allowed as deductions in computing
California adjusted gross incone if the expenses are attributable to the
production of California source incone. Item zed deductions are, in effect,
allowed in the ratio that California adjusted gross i ncome bears to total

adj usted gross inconme because the California nethod requires that tax on total
taxabl e i ncome (which includes total item zed deductions) be prorated by the
ratio of California adjusted gross incone to total adjusted gross incone.

The effect of existing state lawis identical to the New York statute, and there
appear to be no argunments that could reasonably be advanced to support its
application that were not presented to and rejected by the U S. Suprene Court in
Lundi ng. Thus, it appears that the existing state | aw that denies the alinony
deduction to nonresidents facially violates the Privilege and Imunities C ause
of the Federal Constitution.

The California Constitution prohibits an admi nistrative agency fromrefusing to
enforce a California statute on the grounds that it is unconstitutional, unless a
state appellate court has determ ned that such statute is unconstitutional.

This bill would provide that nonresidents prorate the deduction for alinony
paynents in the sane manner as the tax is prorated. This ratio would conpare

Cal i forni a-sourced adjusted gross incone (wthout regard to the alinony
deduction) to total adjusted gross income fromall sources (w thout regard to the
al i rony deduction).
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This bill also would provide that a part-year resident would be allowed an

al i rony deduction for the full amunt paid during the portion of the year the
individual is a California resident and a prorated anount for the portion of the
year the individual is a nonresident.

This bill provides | anguage that woul d apply the nonresident alinony deduction
changes to all taxable years in which the statute of limtations for issuing
proposed assessnents or allowing clains for refund remains open. The purpose of
the retroactive application is to avoid potential disputes with taxpayers over

t he continued enforcement of an unconstitutional statute.

Pol i cy Consi derati ons

The California Constitution does not permt the Franchise Tax Board (FTB) to
take any action that could be construed as a refusal to enforce the existing
| aw t hat deni es the nonresident alinony deduction. Wile the “refuse to
enforce” phrase of Article 3, Section 3.5 is nowhere defined, it certainly
precludes the FTB fromallowing clainms for refund based upon application of
t he net hodol ogy the Court enbraced in Lunding.

This bill, coupled with the retroactive operative date, would relieve the
FTB from def endi ng R&TC Section 17302 in adm nistrative and judici al
proceedi ngs and thus would avoid the expenditure of resources in disputes
when t he probabl e outcome woul d be that R&TC Section 17302 woul d be decl ared
by an appellate court to be unconstitutional.

This bill would avoid discrimnation agai nst nonresi dent taxpayers currently
deni ed an al i nony deducti on.

By allowing a pro-rata deduction for alinony, California would place alinony
on a par with other deductions that are allowed to offset, either directly
or indirectly, California source inconme and woul d recogni ze that the anount
of alinony paid generally correlates with a taxpayer’'s total incone or

weal th and, thus, bears sone relationship to earnings, regardless of their
sour ce.

| npl enent ati on Consi derati ons

I npl emrenting the nonresident alinony provision would require sonme changes to
existing tax forns and instructions and i nformation systens, which could be
acconpl i shed during the normal annual update. The departnent would receive
addi ti onal anmended returns for the years for which the statute of
limtations is open, but this workload is not expected to be significant.

26. AMI Treatnent of Charitable Contributions of Appreciated Property

Exi sting state and federal |aws all ow deductions fromincone for charitable
contributions. Individuals generally can deduct up to 30%their adjusted gross
i ncome for contributions of appreciated property. Corporations can deduct up to
10% of their taxable incone.
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Under federal and state |aws, in conputing taxable income, a taxpayer who

item zes deductions generally is allowed to deduct the fair market val ue of
property contributed to a charitable organization including certain appreciated
property donated to a charitable organization. However, in the case of a
charitable contribution of inventory or other ordinary incone property, short-
termcapital gain property, the anobunt of the deduction is limted to the
taxpayer’'s basis in the property. 1In the case of a charitable contribution of
tangi bl e personal property, a taxpayer’s deduction is limted to the adjusted
basis in the property if the use by the recipient charitable organization is
unrelated to the organi zation’s tax-exenpt purpose.

Under federal law, contributions of appreciated property are not treated as tax
preference itens.

Under state |aw, for purposes of conputing AMI, the amobunt of any deduction
(generally the fair market value) for charitable contributions of appreciated
property (real, personal, or intangible) that exceeds the taxpayer’'s adjusted
basis in the property is treated as a tax preference item |In npost cases, the
B&CTL AMI cal cul ation is not inpacted because the all owable charitable
contribution deduction for regular tax is limted to the adjusted basis of the
contributed property.

This bill would conformboth the PITL and the B&CTL to the federal repeal of the
tax preference treatnment of contributions of appreciated property in computing
AM.

27. B&CTL Election to Expense the Cost of Certain Depreciable Assets

Federal law and PITL provides that in |ieu of depreciation, a taxpayer with a
sufficiently small anmount of annual investnment in depreciable assets may elect to
currently deduct, rather than capitalize and depreciate, up to $20,000 of the
cost of qualifying property placed in service in a taxable year beginning after
December 31, 1999. In general, qualifying property, commonly referred to as |IRC
Sec. 179 property, is defined as depreciable tangi bl e personal property that is
purchased for use in the active conduct of a trade or business.

The limtation anobunt is reduced (but not below zero) by the anpunt by which the
cost of IRC Sec. 179 placed in service during the taxable year exceeds $200, 000.

In addition, the amount eligible to be expensed for a taxable year nmay not exceed
the taxabl e incone of the taxpayer for the year that is derived fromthe active
conduct of any trade or business (determ ned without regard to this provision).
Any anount that is not allowed as a deduction because of the taxable incone
limtation may be carried forward to succeedi ng taxable years (subject to simlar
limtations).

The federal and PITL expense anmount increases from $20,000 to $25,000. The
i ncrease is phased in as follows:

Taxabl e year

begi nning in- Maxi mum expensi ng
2000 $20, 000
2001 and 2002 $24, 000

2003 and thereafter $25, 000
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Under the PITL, California lawis currently in full conformty with the federa
| aw | RC Sec. 179 deducti on. Prior to 1999, the maxi nrum anmount allowed as a
deduction under the PITL for IRC Sec. 179 was | ess than the maxi mum f edera
anount s.

Under current California law, S corporations (and their sharehol ders) are all owed
an |RC Sec. 179 deduction under the PITL. For inconme years beginning on or after
January 1, 2000, an S corporation nmay elect to expense up to $20,000 in the
conputation of the S corporation’s nmeasured tax (presently the S corporation tax
rate for non-financial corporations is 1.5%.

Under the B&CTL, California |aw does not conformto the federal |aw expensing
provi sion but instead allows “additional first-year depreciation” of 20% of the
cost (up to a maxi mum of $10,000 per year) of qualifying property. Thus, a

maxi mum expense deducti on of $2,000 per year is allowed. Property qualifying for
the "additional first-year depreciation” is simlar to property qualifying under
I RC Sec. 179. Prior to the enactnent of the present day |IRC Sec. 179 deducti on,
“additional first-year depreciation” was the federal rule.

This bill would conformthe California B&CTL to federal | RC Sec. 179 deducti on.

Under the B&CTL, this bill also would make the federal election to expense itens
under IRC Sec. 179 binding for California purposes and a separate election would
not be al |l owed.

28. Repeal of Capital Loss Limt and Carryover Provisions for Corporations

State | aw generally conforms to federal law relating to the conputation of gain
or loss on the disposition of capital assets.

Federal law (I RC Sec. 1221) provides that capital assets are property other than
stock in trade or other inventory-type property held primarily for sale to
custoners; depreciable or real property used in a trade or business; patents held
as inventory, copyrights and other literary property; accounts or notes

recei vabl e acquired in the ordinary course of business; and U S. governnent
publications, as specified.

Ceneral ly, capital gain is realized and recogni zed when a capital asset is sold
or exchanged and the amount realized exceeds the basis of the asset and the
anount subject to recapture under federal law. Basis in a capital asset is
determ ned by the cost of the asset and is increased by further investnent or
decreased by all owabl e deductions. Capital |oss occurs when a capital asset is
sol d or exchanged and the anmount realized is | ess than the basis of the asset.
Ceneral ly, any gain or loss fromthe sale or other disposition of property that
does not qualify as a capital asset is ordinary gain or |oss.

| RC Sec. 1231 gains and | osses arise fromcertain dispositions of |RC Sec. 1231
property. |RC Sec. 1231 gains are gains from (1) the sale or exchange of
depreci abl e personal or real property used in a trade or business (not nere

i nvestnment) and held for nore than one year and (2) the conversion of business or
i nvestnent property held for nore than one year. |RC Sec. 1231 | osses are | osses
fromthe sale or exchange or conversion of business or investnent property held
for nore than one year. Generally, if IRC Sec. 1231 gains exceed |IRC Sec. 1231

| osses, the net gains are treated as long-termcapital gains. |If IRC Sec. 1231

| osses exceed I RC Sec. 1231 gains, the |osses are ordinary |losses. |IRC Sec. 1231
gai ns nust be treated as ordinary incone to the extent of the taxpayer’s IRC Sec.
1231 losses in the preceding five years.
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Federal law (I RC Sec. 1222) provides rules relating to the netting of capita
gains and | osses. Short-termcapital gains are netted with short-termcapita

| osses to arrive at net short-termcapital gains/losses. Long-termcapital gains
are netted with long-termcapital |osses and net IRC Sec. 1231 gains to arrive at
net long-termcapital gains/losses. Net short-termcapital gains/losses and net
| ong-term capital gains/losses are netted. |If a net gain results, then that gain
is included in incone. If a net loss results, it is not currently deductible for
corporations, or up to $3,000 may be deductible for individuals.

Under current federal and state |aw, corporations may deduct capital |osses only
to the extent of capital gains. Federal |aw generally permts a three-year
carry-back and a five-year carry-forward for excess capital |osses. State |aw,
however, permts only a five-year carry-forward for excess capital | osses.

Under current federal |law, the generally applicable maxinumrate on corporate
ordinary incone is 35% and the tax on net capital gains for corporations is
limted to a maximumrate of 35% Under current state |law, capital gains for
corporate taxpayers are taxed at the same rates as ordinary incone (8.84%, wth
no maxi mum capital gain rate.

In 1990, California | aw adopted the federal statutes concerning capital |oss
limtations and made no nodifications to address conmbined report issues. The
federal law is based on a single entity approach. However, federal regul ations
provi de special rules for federal consolidated returns so the capital |oss
[imtation is applied on a group basis. Since California |aw does not conformto
the federal consolidated return provisions, the federal regulations relating to
consolidated returns do not apply.

The California regulations for R&TC Section 25106.5, relating to conbi ned
reporting, provide for the intrastate apportionnent of business gains or |osses
fromthe sale or exchange of capital assets, |IRC Sec. 1231 property and

i nvoluntary conversions prior to the IRC Sec. 1221 capital gain/loss netting
provi sions. Those gain/loss itens are then netted at the entity level after

i ntrastate apportionnent.

This bill would repeal the capital loss Iimtation and carryover provision for
corporations for incone years beginning on or after January 1, 2000. Capita

| oss carryover anmounts fromincone years begi nning before January 1, 2000, would
continue under the current rules (i.e., capital |osses my be deducted only to
the extent of capital gains and excess capital | osses may be carried forward for
five years).

Al l owi ng the deduction of the current year's capital | oss would return California
law to the way it was prior to the conformty to the federal capital |oss
[imtation rules.

Pol i cy Consi derations

This provision could cause a taxpayer to | ose as much as half of the capita
| oss amount if the taxpayer has an overall loss for the year the capita

| oss is recogni zed since the carryover would be subject to California's
general net operating loss rules, which generally permt only 50% of an
operating loss to be carried forward (subject to certain exceptions not

rel evant herein). In contrast, under current |aw, 100% of the excess
capital loss would be carried forward and coul d be absorbed in future years
if the taxpayer had sufficient capital gains within the succeeding five
years.



Assenbly Bill 2763 ( Knox)
May 8, 2000
Page 47

In general, tax treatnment of various itens under the Personal |ncone Tax Law
(PI'TL) and Bank and Corporation Tax Law (B&CTL) are consistent. This

provi sion woul d make the treatnent of capital |osses different under the

PI TL and B&CTL. However, there are currently differences between PITL and
B&CTL treatnment of capital |osses, as well as with respect to certain
capital gains (e.g., qualified small business stock rules apply only to PITL
t axpayers).

29. Elimnation of Interest on Overl apping Periods of Over/Under Paynents

Under federal |aw taxpayers pay higher interest rates on tax underpaynments than
the I RS pays on tax overpaynents. The specific rates are issued quarterly by the
IRS and are cal cul ated as a set nunber of percentage points above the federa
short-termrate:

Poi nts over Short-Term Rate

Under paynent s 3
Over paynment s 2
Large corporate underpaynents (hot interest) 5
Cor porate overpaynents > $100, 000 0.5

Prior to the IRS Reform Act, if a taxpayer had an underpaynent of tax from one
year and an overpaynent of tax froma different year that were outstanding at the
same tinme, the IRS typically offset the overpaynment against the underpaynent and
applied the appropriate interest rate to the resulting net underpaynent or

over paynent. However, if either the underpaynent or overpaynent had been
satisfied, the IRS would not typically offset the two anounts, but rather would
assess or credit interest at the underpaynent or overpaynment rate. This had the
effect of assessing the underpaynment at the higher underpaynment rate and
crediting the overpaynent at the | ower overpaynment rate, resulting in the

t axpayer being assessed a net interest charge even when the anmounts of

over paynent and under paynent were the sane.

The I RS had the authority to credit the anmobunt of any overpaynent agai nst any
liability under the Internal Revenue Code. Under the federal Taxpayers’ Bill of
Rights Il (TBR 2), Congress directed the IRS to inplement procedures for
“netting” overpaynments and underpaynents to the extent a portion of tax due was
satisfied by a credit of an overpaynent.

The I RS Reform Act established a net interest rate of zero on equival ent anmounts
of overpaynment and under paynment that exist for any period. Each overpaynent and
under paynment is considered only once in determ ni ng whether equival ent anpbunts of
over paynent and under paynent exist. The special rules that increase the interest
rate paid on | arge corporate underpaynents and decrease the interest rate

recei ved on corporate underpaynents in excess of $100,000 do not prevent the
application of the net zero rate. This global netting is available for any type
of tax inposed by the Internal Revenue Code.

Current state law is generally conformed to federal l[aw for the inposition of
interest, except that the overpaynent rate is the sane as the underpaynent rate.
State law also is confornmed to the federal “hot interest” provisions for

under paynments in excess of $100, 000 (additional 2% charged to corporations). |If
a taxpayer has an underpaynent of tax from one year and an overpaynent of tax
froma different year that are outstanding at the same tine, the FTB offsets the
over paynment agai nst the underpaynent and applies the appropriate interest rate to
the resulting net underpaynent or overpaynent.
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This bill would conformto federal law elimnating the interest differential on
over | appi ng periods of interest on tax overpaynments and underpaynents. Since the
state over paynment and under paynment rates are generally the sanme, this bill would

i npact only corporate taxpayers with “hot interest.”

30. Federal Technical Changes

Nunmer ous techni cal changes were made to the Internal Revenue Code in 1998. \Were
California lawis in conformity with the underlying federal provision affected by
the techni cal change, this bill would conformto the technical change. The
effective dates for the technical changes are either the later of the effective
date for federal law or the effective date that California adopted the underlying
federal law. This bill would conformto the follow ng technical changes:

Carification of the Deduction for Student Loan Interest (I RS Reform Act §
6004(b)). The provision clarifies that the student |oan interest deduction
may be clainmed only by a taxpayer who is legally obligated to make the

i nterest paynments pursuant to the terns of the | oan.

Carification of Qualified State Tuition Prograns (I RS Reform Act 8
6004(c)). The provision clarifies that distributions fromqualified state
tuition prograns are treated as representing a pro-rata share of the
principal (i.e., contributions) and accunul ated earnings in the account.

In addition, the provision clarifies that for purposes of tax-free rollovers
and changes of designated beneficiaries, a “menber of the famly” includes
the spouse of the original beneficiary.

Carification of Education IRAs (IRS Reform Act 8§ 6004(d)). The provision
provi des that any bal ance remaining in an education IRA will be deened to be
distributed within 30 days after the date that the designated beneficiary
reaches age 30 (or, if earlier, within 30 days of the date that the
beneficiary dies). The provision further clarifies that, in the event of
the death of the designated beneficiary, the balance remaining in an
education IRA may be distributed (w thout inposition of the additional 10%
tax) to any other (i.e., contingent) beneficiary under the age of 30 or to
the estate of the deceased desi gnated beneficiary.

If any nenber of the famly of the deceased beneficiary beconmes the new
desi gnated beneficiary of an education IRA then no tax will be inposed on
such redesignation and the account will continue to be treated as an
education | RA

The provision also clarifies that for purposes of the special rules
regarding tax-free rollovers and changes of designated beneficiaries, the
new beneficiary nust be under the age of 30.
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Under the provision, the additional 10%tax on unqualified distributions
will not apply to a distribution froman education |IRA which (although used
to pay for qualified higher education expenses) is includible in the
beneficiary's gross income solely because the taxpayer elects to claima
HOPE or Lifetime Learning credit with respect to the beneficiary. The
provi sion further provides that the additional 10%tax will not apply to the
distribution of any contribution to an educati on | RA made during a taxable
year if the distribution is made on or before the date that a return is
required to be filed (including extensions of tinme) by the beneficiary for
the taxabl e year during which the contribution was made. |[If the beneficiary
is not required to file such a return, the return is deenmed to be required
on April 15th of the year follow ng the taxable year during which the
contribution was nade.

In addition, the provision provides that the 10% excise tax penalty applies
under that section for each year that an excess contribution remains in an
education IRA (and not nerely the year that the excess contribution is
made) .

The provision clarifies that, in order for taxpayers to establish an
education I RA the designated beneficiary nust be a "life-in-being." The
provision also clarifies that, under annuity rules contained in present-|aw
IRC Sec. 72, distributions fromeducation IRAs are treated as representing a
pro-rata share of the principal (i.e., contributions) and accunul at ed
earnings in the account.

In addition, regarding the exclusion fromincone of interest earned from
U.S. Savings Bonds used to pay for higher education tuition and fees, the
provi sion broadens the definition of higher education tuition and fees to
conformto the definition used in education IRAs and state tuition prograns.

Clarification of the Enhanced Deduction for Corporate Contributions of
Comput er Technol ogy and Equi prent (I RS Reform Act 8§ 6004(e)). The provision
clarifies the special rule applies to contributions nade during taxable
years begi nning after Decenber 31, 1997, and before Decenber 31, 2000.

In addition, the provision clarifies that the requirenents of “qualified
el ementary or secondary educational contributions” apply regardl ess of
whet her the recipient is an educational organization or a tax-exenpt
charitable entity.

Note: The revenue |oss was included in AB 2797 (Stat. 1998, Ch. 322) as if
t he enhanced deduction for the conputer technol ogy and equi pnent was

avail able to corporations for income years begi nhning after

Decenmber 31, 1997, and before January 1, 2001. A $4 mllion | oss was
attributed to that bill.

Carification of the Cancellation of Certain Student Loans (I RS Reform Act §
6004(f)). The provision clarifies that gross incone does not include
anounts fromthe forgiveness of | oans made by educati onal organizations and
certain tax-exenpt organizations to refinance any existing student | oan (and
not just |oans nade by educational organizations).
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In addition, the provision clarifies that refinancing | oans made by

educati onal organizations and certain tax-exenpt organizations nust be made
pursuant to a program of the refinancing organization (e.g., school or
private foundation) that requires the student to fulfill a public service
wor k requirenent.

Clarification of Limtations for Active Participation in an IRA (IRS Reform
Act 8§ 6005(a)). The provision clarifies the intent of the TRA of 1997
relating to the AG phase-out ranges for married individuals who are active
participants in enpl oyer-sponsored plans and the AG@ phase-out range for
spouses of such active participants.

Clarification of the Penalty-Free Distributions for Educati on Expenses and
Purchase of First Hones (I RS Reform Act § 6005(c)). The provision nodifies
the rules relating to the ability to roll over hardship distributions from
certain enployer-sponsored retirenent plans to prevent avoi dance of the 10%
early w thdrawal tax.

Di stributions fromcash or deferred arrangenments and simlar arrangenents
made on account of hardship of the enployee are not eligible rollover

di stributions. Such distributions wll not be subject to the 20%

wi t hhol ding applicable to eligible rollover distributions.

Rol | over of Gain from Sale of Qualified Stock (IRS Reform Act 8 6005(f)).
Under the provision, a partnership or an S corporation can roll over gain
fromqualified small business stock held nore than six nmonths only if at al
times during the taxable year all the interests in the partnership or S
corporation are held by individuals, estates, and trusts with no corporate
beneficiaries. The term"estate" is intended to include both the estate of
a decedent and the estate of an individual in bankruptcy.

The provision also provides that the benefit of a tax-free rollover with
respect to the sale of small business stock by a partnership will flow
through to a partner who is not a corporation if the partner held its
partnership interest at all tinmes the partnership held the small business
stock. A simlar rule applies to S corporations.

El ection to Use AMI Depreciation for Regular Tax Purposes (I RS Reform Act §
6006(b)). For property placed in service after 1998, a taxpayer is allowed
to elect, for regular tax purposes, to conpute depreciation on tangible
personal property otherwi se qualified for the 200% decl i ni ng bal ance net hod
by using the 150% decl i ni ng bal ance nmethod over the recovery periods
applicable to the regular tax (rather than the |onger class lives of the
alternative depreciation system (ADS) of |IRC Sec. 168(Q)).

Depreciation Limtations for Electric Vehicles (I RS Reform Act § 6009(c)).
Annual depreciation deductions with respect to passenger autonobiles are
limted to specified dollar amounts, indexed for inflation. Any cost not
recovered during the six-year recovery period (the recovery period) of such
vehicl es may be recovered during the years succeeding the recovery period,
subject to simlar limtations.

Current | aw provides the recovery period limtations are trebled for
vehicles that are propelled primarily by electricity.
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The provision provides that the depreciation limtations applicable to post-
recovery periods under |IRC Sec. 280F are trebled for vehicles that are
propelled primarily by electricity.

Clarification of Constructive Sales Rules (I RS Reform Act § 6010(a)). The
provision clarifies that, to qualify for the exception for positions with
respect to debt instrunments, the position would either have to neet the
requi rements as to unconditional principal anmount, non-convertibility and
interest terms or, alternatively, be a hedge of a position neeting these
requirements. A hedge for purposes of the provision includes any position
that reduces the taxpayer's risk of interest rate or price changes or
currency fluctuations with respect to another position.

The provision also clarifies that the definition of a forward contract
i ncl udes a contract that provides for cash settlenent with respect to a
substantially fixed anbunt of property at a substantially fixed price.

Additionally, the provision clarifies that the special effective date rule
does not apply if the constructive sale transaction is closed at any tine
prior to the end of the 30th day after the date of enactnment of the TRA of
1997.

Treat nent of Mark-to-Market Gains of Electing Traders (I RS Reform Act §
6010(a)). The provision clarifies that gain or loss of a securities or
commodities trader that is treated as ordinary solely by reason of election
of mark-to-market treatnent is not treated as other than gain or loss froma
capital asset for purposes of deternmining “net earnings fromself-

enpl oynent” for the Self-Enployed Contributions Act tax purposes,
determ ni ng whet her the passive-type income exception to the publicly-traded
partnership rules is net, or for purposes of any other Internal Revenue Code
provi sion specified by the Treasury Departnent in regul ations.

Treatnment of Certain Corporate Distributions (IRS Reform Act 8 6010(c)).
The provision clarifies that the acquisitions described in | RC Sec.
355(e)(3)(A) are disregarded in determ ni ng whet her there has been an

acqui sition of a 50% or greater interest in a corporation. However, other
transactions that are part of a plan or series of related transactions coul d
result in an acquisition of a 50% or greater interest.

In the case of acquisitions under | RC Sec. 355(e)(3)(A)(iv), the provision
clarifies that the acquisition of stock in the distributing corporation or
any controlled corporation is disregarded to the extent that the percentage
of stock owned directly or indirectly in the corporation by each person
owni ng stock in the corporation i mediately before the acquisition does not
decr ease.

Certain Preferred Stock Treated as "Boot” (I RS Reform Act § 6010(e)). The
provi sion provides that the statutory period for the assessnent of any
deficiency attributable to a corporation failing to be a fam|y-owned
corporation shall not expire before the expiration of three years after the
date the Secretary of the Treasury is notified by the corporation (in such
manner as the Secretary may prescribe) of such failure, and such deficiency
may be assessed before the expiration of such three-year period
notw t hst andi ng the provi sions of any other law or rule of |aw which would
ot herwi se prevent such assessnent.
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The provision also clarifies that IRC Sec. 351(b), relating to the receipt
of property, applies to a transferor who transfers property in an |RC Sec.
351 exchange and receives nonqualified preferred stock in addition to stock
that is not treated as "other property" under that section. Thus, if a
transferor received only nonqualified preferred stock but the transaction in
t he aggregate otherw se qualified as an | RC Sec. 351 exchange, such a
transferor woul d recogni ze | oss and the basis of the nonqualified preferred
stock and of the property in the hands of the transferee corporati on would
reflect the transaction in the same manner as if that particular transferor
had received solely "other property" of any other type.

Modi fy UBI Rul es Applicable to Second-Tier Subsidiaries (IRS Reform Act §
6010(j). The provision clarifies that rent, royalty, annuity, and interest
i ncone that woul d otherw se be excluded from “unrel ated busi ness incone”
(UBI') is included in UBI if such incone is received or accrued froma
taxabl e or tax-exenpt subsidiary that is controlled by the parent tax-exenpt
organi zation. The provision further clarifies that the provision does not
apply to any paynent received or accrued during the first two taxable years
begi nning on or after the date of enactnment if such paynent is received or
accrued pursuant to a binding witten contract in effect on June 8, 1997,
and at all tines thereafter before such paynent (but not pursuant to any
contract provision that permts optional accel erated paynents).

Clarification of Allocation of Basis of Properties Distributed

to a Partner by a Partnership (IRS Reform Act 8 6010(nm)). The technica
correction clarifies that for purposes of the allocation rules of |IRC Sec.
732(c), “unrealized receivables” has the nmeaning in I RC Sec. 751(c)
including the last two sentences of |IRC Sec. 751(c), relating to itens of
property that give rise to ordinary inconme. Thus, in applying the

all ocation rules of IRC Sec. 732(c) to property listed in the |ast two
sentences of | RC Sec. 751(c), such as property giving rise to potenti al
depreci ation recapture, the anmount of unrealized appreciation in any such
property does not include any anmnount that would be treated as ordinary
inconme if the property were sold at fair market val ue, because such anount
is treated as a separate asset for purposes of the basis allocation rules.

Clarification of Expanding the Limtations on Deductibility of Prem uns and
Interest with Respect to Life Insurance, Endownent and Annuity Contracts
(IRS Reform Act 8§ 6010(0)). The technical correction clarifies that if
coverage for each insured individual under a master contract is treated as a
separate contract for purposes of IRC Sec. 817(h), 7702, and 7702A, then
coverage for each such insured individual is treated as a separate contract
for purposes of the exception to the pro rata interest disallowance rule for
a policy or contract covering an individual who is a 20% owner, enpl oyee,

of ficer or director of the trade or business at the time first covered.

A master contract does not include any contract if the contract (or any

i nsurance coverage provi ded under the contract) is a group |life insurance
contract within the neaning of IRC Sec. 848(e)(2). No inference is intended
t hat coverage provided under a nmaster contract, for each such insured
individual, is not treated as a separate contract for each such individua
for other purposes under present |aw.

The technical correction clarifies that the required reporting to the
Treasury Secretary is an information return and any reporting required to be
made to any other person is a payee statenent.
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Thus, the $50-per-report penalty inposed for failure to file or provide such
an information return or payee statenent applies. It is clarified that the
Treasury Secretary may require reporting by the issuer or policyhol der of
any relevant information either by regulations or by any other appropriate
gui dance (including but not limted to publication of a forn).

The technical correction clarifies that the treatnment of additional covered
lives under the effective date of the TRA of 1997 provision applies only
with respect to coverage provided under a master contract, provided that
coverage for each insured individual is treated as a separate contract for
pur poses of |IRC Sec. 817(h), 7702 and 7702A, and the master contract or any
coverage provided thereunder is not a group life insurance contract within
t he meaning of I RC Sec. 848(e)(2).

I nformati on Reporting with Respect to Certain Foreign Corporations and
Partnerships (I RS Reform Act § 6011(f)).

The provision provides clarification and guidance relating to the furnishing
of required information to be provided by the Secretary of the Treasury (not
specifically through regul ations) and conforns the use of the defined term
"foreign business entity."

Travel Expenses of Federal Enpl oyees Participating in a Federal Crimnm nal
Investigation (IRS Reform Act 8 6012(a)). The provision clarifies that
prosecuting a federal crinme or providing support services to the prosecution
of a federal crinme is considered part of investigating a federal crinme, thus
permitting these enpl oyees to deduct their travel expenses.

Modi fication of Distribution Rules for REITs (I RS Reform Act § 6012(Q)).
The provision anends the sinplification provision to provide that any
distribution froma REIT will be deened to first come from earni ngs and
profits that were generated when the entity did not qualify as a REIT. The
provi si on does not change the requirenent that a REIT nust distribute 95% of
its REIT earnings, or any other requirenent.

Provision of Regulatory Authority for Sinplified Reporting of Funeral Trusts
Term nated During the Taxable Year (I RS Reform Act § 6013(b)). The
provision clarifies that a pre-need funeral trust may continue to qualify
for these special rules for the 60-day period after the decedent's death,
even though the trust ceases to be a grantor trust during that tine.

Treatnent of Certain Disability Paynments to Public Safety Enployees (IRS
Ref orm Act 8 6015(c)). |In order to address problens taxpayers are
encountering with the IRS in seeking refunds under the old provision, the
new provision clarifies the scope of the provision.

The provision provides that paynents made on account of heart di sease or
hypertensi on of the enpl oyee received in 1989, 1990, or 1991 pursuant to a
state | aw as descri bed under present |law, or received by an individua
referred to in the state | aw under any other statute, ordinance, |abor
agreement, or simlar provision as a disability pension paynent or in the
nature of a disability pension paynment attributable to enploynment as a
police officer or as a fireman, will be excludable fromincome.
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Application of Requirenents for SIMPLE IRAs in the Case of Mergers and
Acquisitions (I RS Reform Act § 6016(a)). The provision confornms the
treatment applicable to SIMPLE | RAs upon acquisition, disposition or simlar
transactions for purposes of (1) the 100 enployee limt, (2) the exclusive
pl an requirement, and (3) the coverage rules for participation. 1In the
event of such a transaction, the enployer will be treated as an eligible
enpl oyer and the arrangenment will be treated as a qualified salary reduction
arrangenent for the year of the transaction and the two foll ow ng years,
provided rules simlar to the rules of IRC Sec. 410(b)(6)(C) (i) are
satisfied and the arrangenment would satisfy the requirenents to be a

qual ified salary reduction arrangenent after the transaction if the trade or
busi ness that maintained the arrangenent prior to the transaction had

remai ned a separate enpl oyer

Treatnment of Indian Tribal Governnents (I RS Reform Act 8 6016(a)). The
provision clarifies that an enpl oyee participating in an | RC Sec. 403(b) (7)
custodi al account of the Indian tribal governnent may roll over anpunts from
such account to an I RC Sec. 401(k) plan maintained by the Indian triba
gover nnent .

Di scl osure of Returns and Return Information (I RS Reform Act § 6019(c)).
The provision clarifies that disclosures to one ex or estranged spouse,
whet her there has been an attenpt to collect the deficiency fromthe other
ex or estranged spouse, that, like certain other disclosures pernmtted under
present |aw, may be nmade to the duly authorized attorney in fact of the
person meki ng the disclosure request.

Treatnment of Interest on Qualified Educati on Loans (Trade and Extenders Act
8§ 4003(a)). The provision clarifies that otherw se deductible qualified
education loan interest is not treated as nondeducti bl e personal interest.
The provision also clarifies that, for purposes of phasing out the
deduction, nodified AG is determ ned after application of IRC Sec. 135
(relating to incone fromcertain U S. saving bonds) and I RC Sec. 137
(relating to adopti on assi stance prograns).

The provision also provides that a qualified education | oan does not i nclude
any i ndebtedness owed to any person by reason of a |oan under any qualified
enpl oyer plan or under any contract purchased under a qualified enployer

pl an.

Abat enent of Interest by Reason of Presidentially Declared Disasters (Trade
and Extenders Act § 4003(e)). Under a provision of the TRA of 1997, if the
Secretary of the Treasury extends the filing date of an individual tax
return for individuals living in an area that has been decl ared a di saster
area by the President during 1997, no interest is charged as a result of the
failure of the individual taxpayer to file an individual tax return, or to
pay the taxes shown on such return, during the extension period. The 1998
provi sion extends the rule so that it is available for disasters declared in
1997 or 1998 with respect to the 1997 tax year.

Det ermi nati on of Unborrowed Policy Cash Value Under COLI Pro Rata Interest
Di sal | owance Rul es (Trade and Extenders Act 8§ 4003(i)). The provision
clarifies the nmeaning of "unborrowed policy cash value” with respect to any
life insurance, annuity or endownent contract.
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The technical correction clarifies that if the cash surrender val ue
(determ ned without regard to any surrender charges) with respect to any
policy or contract does not reasonably approximate its actual value, then
the amount taken into account for this purpose is the greater of (1) the
anount of the insurance conpany's liability with respect to the policy or
contract, as determ ned for purposes of the annual statenment approved by the
Nat i onal Associ ation or Insurance Conm ssioners, (2) the amobunt of the

i nsurance company's reserve with respect to the policy or contract for

pur poses of such annual statenent; or (3) such other anount as is determ ned
by the Treasury Secretary.

Casual ty Loss Deductions (Trade and Extenders Act § 4004). The provision
clarifies that all deductions for nonbusiness casualty and theft |osses are
taken into account in conputing an NOL. Also, these deductions are not
treated as m scell aneous item zed deducti ons subject to the 2% adj ust ed
gross income floor, or as item zed deducti ons subject to the overal
limtation on item zed deducti ons, and are all owed to nonresident aliens.

31. Technical Anendnments

This bill would make ei ght technical amendnents to the Revenue and Taxati on Code.
Two of the technical anmendnents renpove obsolete Internal Revenue Code references
relating to install ment sales, one adds a Corporations Code reference relating to
penalties, two of the amendnents relate to involuntary conversions and are cl ean-
up to SB 519 (Stat. 1998, Ch. 7), two anendnents update cross-references in the
B&CTL, and one anmendnent updates state conformity federal technical change to the
rules for electing 1987 partnerships. No revenue is associated with any of these
“code mai ntenance” technical anmendnents.



